i 


'£ 


i 


• 


i 


by  Herbert  Stem  and  Joseph  A.  Pechman  Requested  by 

the  Committee  on  Ways  and  Means  /House  of  Representatives 


mk 


'WiMM 


J^;(K^^ 


35^.24 


UNIVERSITY 
OF  FLORIDA 
LIBRARIES 


\-v 


IN 

FEDERAL 
TAXATION 


by  Herbert  Stein 
and 
Joseph  A.  Pechman 


December,  1959 


These  papers  are  reprinted  from  the 
TAX   REVISION   COMPENDIUM 

COMPENDIUM  OF  PAPERS  ON 

BROADENING  THE  TAX  BASE 

submitted  to  the 

COMMITTEE   ON   WAYS  AND   MEANS 

in  connection  with 

THE  PANEL  DISCUSSIONS  ON  THE 

SAME   SUBJECT 

to  be  conducted  by  the 
COMMITTEE  ON  WAYS  AND  MEANS 


I/? 

J 

CD 
0 


0 

i 


Foreword 

The  papers  contained  herein  were  prepared  in  response 
to  requests  from  the  Committee  on  Ways  and  Means  of 
the  U.  S.  House  of  Representatives.  They  are  reproduced 
here  for  the  convenience  of  persons  interested  in  Federal 
taxation.  Their  presentation  in  this  form  does  not  constitute 
endorsement  of  their  contents  by  the  Committee  for  Eco- 
nomic Development,  its  Board  of  Trustees,  or  any  Com- 
mittee or  staff  member  of  the  Committee  for  Economic 
Development  other  than  the  authors. 
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What's  Wrong  with  the  Federal  Tax  System? 

by  Herbert  Stein 

The  investigation  of  the  Federal  tax  system  now  being  undertaken 
by  the  Ways  and  Means  Committee  assumes  that  there  is,  or  may  be, 
something  seriously  wrong  with  the  Federal  tax  system.  This  as- 
sumption would  command  general  agreement,  and  I  would  not  quar- 
rel with  it.  The  committee  has  drawn  up  a  long  list  of  aspects  of 
Federal  taxation  about  which  it  is  commonly  claimed  that  something 
is  wrong.  These  aspects  of  the  tax  system  will  be  discussed  by 
experts. 

The  function  of  the  contributors  to  the  introductory  section  of  this 
study  is,  as  I  see  it,  to  suggest  what  might  be  wrong  with  the  Federal 
tax  system.  What  are  the  standards  by  which  each  of  the  numerous 
aspects  of  the  tax  system  should  be  judged  ?  What  do  we  expect  from 
the  tax  system  that  it  may  not  be  providing  for  us  ? 

In  my  opinion,  the  one  thing  most  clearly  and  seriously  wrong  with 
the  present  Federal  tax  system  is  that  it  does  not  permit  us  to  raise 
the  proper  amount  of  revenues  and  make  the  proper  amount  of  ex- 
penditures. Let  me  hasten  to  say  that  "the  proper  amount"  of  reve- 
nues and  expenditures  does  not  necessarily  mean  "more."  Starting 
with  the  present  tax  system,  it  is  extraordinarily  difficult  to  reach  and 
carry  through  a  decision  either  to  reduce  revenues  and  expenditures 
or  to  raise  them. 

I  know  that  it  is  old-fashioned  to  invoke  "adequacy  of  revenue"  as 
a  standard  for  the  tax  structure.  The  list  of  objectives  of  the  tax 
structure  suggested  for  our  consideration  by  the  Ways  and  Means 
Committee  does  not  include  adecjuacy  of  revenue.  Four  or  five  years 
ago  I  would  not  have  included  it,  either.  I  would  have  regarded  the 
question  of  the  amount  of  revenue  to  be  raised  as  a  matter  of  fiscal  or 
budget  policy  and  would  have  defined  the  problem  of  tax  structure  as 
the  selection  of  the  best  way  to  raise  the  required  revenue.  While  I 
might  have  recognized  some  interactions  between  these  questions,  they 
were  not  of  the  kind  that  now  seems  to  me  important. 

We  have  a  tax  system  that  yields  a  large  amount  of  revenue.  Its 
yield  rises  with  the  growth  of  the  economy  as  well  as  with  inflation. 
We  find  it  easy,  tempting,  even  irresistible  to  spend  the  large  and 
growing  yield  of  this  tax  system.  Perhaps  we  should  spend  this 
much.  But  I  think  we  are  unable  to  make  a  free  and  unprejudiced 
choice  between  higher  expenditures  and  lower  taxes.  Even  in  situa- 
tions where  there  might  be  general  agreement  that  some  kind  of  tax 
reduction  would  be  preferable  to  higher  expenditures,  there  would  be 
little  agreement  about  the  proper  kind  of  tax  reduction.  The  desire 
for  tax  reduction  is  dissipated  by  disagreement  about  the  kind  of  tax 
reduction  and  does  not  carry  its  full  weight  in  the  making  of  expendi- 
ture decisions. 


^The  vlewB  expressed  are  the  author's  and  not  necessarily  those  of  the  Committee  for 
Economic  Development,  of  which  he  is  research  director. 
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Similarly,  we  accept  the  yield  of  the  present  tax  system  as  a  ceiling 
on  revenues.  This  is  not  because  there  may  not  be  purposes  for  which 
we  would  be  willing  to  pay  higher  taxes.  It  is  because  the  willingness 
of  each  of  us  to  pay  higher  taxes  is  contingent  upon  the  tax  increase 
being  of  a  kind  we  like. 

Circumstances  may  arise  in  which  it  would  be  desirable  to  make  a 
large,  temporary  tax  cut  as  an  antirecession  measure.  If  this  does 
happen,  speed  in  making  the  tax  cut  will  be  important.  But,  with 
our  present  tax  system,  a  long  debate  and  delay  would  be  inevitable 
and  any  decision  at  all  quite  unlikely  unless  the  circumstances  were 
extreme. 

The  existing  tax  system  is  not  a  flexible  instrument  of  policy,  as  it 
should  be,  but  a  prison  within  which  we  operate.  As  a  result,  budget 
policy,  which  should  be  the  mutual  adjustment  of  revenues  and  ex- 
penditures, is  the  one-sided  accommodation  of  expenditures  to  the 
yield  of  the  existing  tax  system.  We  would  not  expect  or  want  con- 
tinuous variation  of  taxes.  But  we  do  need  much  more  freedom  to 
decide  to  change  taxes  than  the  existing  system  affords. 

There  are  two  main  reasons  for  the  great  rigidity  of  our  tax 
system. 

First,  a  great  many  people  hold  the  firm  opinion  that  the  existing 
tax  system  is  basically  unfair,  inimical  to  progress,  or  otherwise 
seriously  defective,  but  they  have  varying  and  contradictory  views  of 
the  nature  of  the  difficulty.  Each  of  several  groups  believes  that  the 
tax  system  must  be  changed,  but  their  ideas  of  the  necessary  changes 
are  inconsistent  with  each  other.  None  of  these  groups  has  sufficient 
strength  in  our  country  or  in  the  Government  to  force  through  the 
tax  reform  it  wants,  but  several  are  strong  enough  to  prevent  any 
tax  change  that  does  not  satisfy  their  ideas  of  reform.  The  existing 
tax  system  persists,  not  because  we  are  agreed  in  supporting  it,  but 
because  we  are  unable  to  agree  on  how  to  change  it.  Any  opening  up 
of  the  tax  question,  such  as  would  be  involved  in  an  attempt  to  in- 
crease or  decrease  the  revenue,  would  open  up  the  wide  disagreements 
about  the  existing  system,  No  £>ne  could  foretell  what  the  outcome  of 
the  inevitable  struggle  would  be,  and  there  is  a  kind  of  tacit  agree- 
ment not  to  precipitate  such  a  fight,  but  to  stick  with  what  we  have. 

Second,  our  existing  tax  system  makes  innumerable  distinctions 
among  sources  of  income  and  uses  of  income.  It  distinguishes  among 
income  in  the  form  of  wages,  and  dividends,  and  capital  gains,  and 
deferred  retirement  benefits,  and  so  on  and  so  on.  It  distinguishes 
among  uses  of  income  for  mortgage  interest,  for  local  taxes,  for  rent, 
for  charitable  contributions,  for  medical  care,  and  so  on.  Now,  even 
if  by  some  miracle  we  were  all  to  agree  that  all  of  these  distinctions 
w^ere  perfectly  fair  and  otherwise  appropriate,  this  would  be  an  ex- 
tremely difficult  tax  system  to  raise  or  lower.  What  might  seem  to 
be  a  simple  increase  or  decrease  of  rates  would  change  the  significance 
of  these  distinctions.  It  would  raise  a  large  number  of  complicated 
and  controversial  questions.  For  example,  if  it  is  fair  that  the  maxi- 
mum capital  gains  rate  should  be  25  percent  when  the  first  bracket  rate 
on  ordinary  income  is  20  percent,  is  the  capital  gains  rate  still  fair  and 
necessary  when  the  first-bracket  rate  is  changed  to  15  or  25  percent? 
It  is  not  possible  with  our  system  to  keep  everything  else  constant 
and  change  the  rates,  because  changing  the  rates  changes  the  sig- 
nificance of  too  many  distinctions  in  the  tax  system. 
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These  two  conditions  flow  from  a  common  source.  We  expect  too 
much  from  our  tax  system.  We  expect  it  to  make  too  many  and  too 
fine  adaptations  to  special  cases  for  the  sake  of  fairness  and  economic 
effect.  This  excessive  expectation  is  reflected  both  in  the  tax  system 
and  in  the  standards  we  apply  to  it.  It  has  given  us  a  tax  system  that 
is  enormously  complicated  and  unmaneuverable.  If  the  refinements 
in  our  tax  system  have  contributed  to  equity,  efficiency,  and  progress — 
which,  on  the  whole,  I  doubt — they  have  not  coniributed  to  its  ac- 
ceptability. They  have  removed  the  tax  system  too  far  from  intuitive 
ideas  of  fairness. 

At  the  same  time,  we  apply  to  this  tax  system  standards  of  evalua- 
tion that  are  quite  unrealistic  and  unworkable.  We  expect  the  sys- 
tem to  conform  in  detail  to  our  private  opinions  about  what  is  fair 
and  to  private  hunches — they  are  hardly  more — about  how  the  econ- 
omy works.  At  this  level  of  detail,  general  agreement  is  not  achiev- 
able. And  each  of  us  then  elevates  his  opinions  and  hunches  into 
principles  for  which  he  will  stand  firm  and  which  he  will  do  his  ut- 
most to  get  incorporated  in  any  change  of  the  tax  system. 

We  need  to  put  ourselves  in  a  position  where  we  can  raise  taxes  be- 
cause we  need  more  money  or  cut  taxes  because  we  need  less  money 
without  getting  entrapped  each  time  in  fundamental  disputes  about 
equity  and  economic  efficiency.  In  order  to  do  this,  we  need  a  basic 
change  in  our  attitude  toward  the  tax  system.  We  should  each  recog- 
nize that  we  cacn  say  little  with  confidence,  except  at  the  most  general 
level,  about  what  constitutes  justice  and  economic  wisdom  in  taxation. 
Therefore,  we  may  be  wrong  in  thinking  that  particular  aspects  of 
the  tax  system  are  unfair  or  economically  harmful.  But,  even  if  we 
are  sure  we  are  right,  we  should  recognize  that  some  unfairness,  some 
economic  distortion  or  damage,  is  inevitable  in  a  tax  system.  The 
never-ending  insistence  upon  reform  of  the  tax  system  is  not  only 
never  ending;  it  is  also  an  obstacle  to  flexible  adjustment  of  the  tax 
system  to  yield  the  necessary  and  proper  revenues. 

What  I  am  saying  is  that  we  must  accept  the  tax  system,  and  not  be 
constantly  at  war  with  it.  But  I  would  also  say  something  else,  which 
is  partially  contradictory  and  needs  to  be  reconciled  with  this  proposi- 
tion. For  we  also  should,  if  we  can,  put  our  tax  system  into  a  shape 
that  will  deserve  and  receive  more  acceptance  than  the  present  one 
can  hope  for.  We  need  to  subordinate  our  criticism  of  the  present 
tax  system  and  our  insistence  upon  its  reform  enough  so  that  they  do 
not  stand  in  the  way  of  clearly  necessary  changes  in  the  revenue.  But 
I  do  not  think  a  tax  system  that  makes  as  many  distinctions  as  our-s 
does  in  the  treatment  of  different  taxpayers  will  ever  have  enough 
acceptance  to  permit  us  to  deal  cleanly  with  the  revenue  problem. 
Every  distinction  is  a  bone  of  contention.  In  a  system  riddled  with 
distinctions  we  forfeit  the  only  convincing  defense  against  the  claim 
of  unfair  treatment,  which  is  the  impossibility  of  achieving  more  than 
very  rough  justice. 

The  only  system  that  will  command  sufficient  acceptance,  in  my 
opinion,  is  one  that  adheres  consistently,  even  mechanically  and 
crudely,  to  a  few  simple  and  intuitively  appealing  rules.  These  rules, 
whatever  they  are,  will  leave  some,  perhaps  many,  taxpayers  dis- 
satisfied. There  might  not  be  more  dissatisfaction  that  under  the 
present  system,  however.    And  it  would  be  possible  to  explain  that 
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no  one  had  been  singled  out  for  discrimination.  There  would  be  no 
pretense  that  the  tax  system  was  going  to  take  care  of  every  inequity, 
anomaly,  and  grievance.  People  will  accept  the  answer,  "That's  the 
way  the  ball  bounces,"  to  many  complaints  if  it  is  clear  that  the  ball 
is  not  being  made  to  bounce  against  them  and  in  favor  of  someone 
else. 

THE    STANDARD    OF    ROUGH    JUSTICE 

There  is,  I  think,  little  question  about  what  is  the  first,  basic  rule 
of  taxation  that  would  be  most  generally  acepted  as  fair  in  our  society. 
The  rule  is  that  persons  with  equal  incomes  should  be  taxed  equally. 
To  see  how  far  it  is  possible  to  go  with  this  rule,  we  should  look  into 
the  foundations  upon  which  it  rests. 

We  start  with  the  proposition  that  equals  should  be  treated  equally 
as  the  basic  standard  of  justice.  But  this  does  not  get  us  far.  The 
troublesome  question  is  to  determine  the  relevant  dimension  for 
measuring  equality.  Surely,  we  do  not  mean  that  persons  of  equal 
height  or  weight  or  age  should  be  taxed  equally.  These  are  not  rele- 
vant standards  of  equality  for  purposes  of  taxation. 

The  standards  of  equality  for  tax  purposes  that  ordinarily  commend 
themselves — property  ownership,  consumption  expenditures,  income — 
have  one  thing  in  common.  They  are  all  in  some  way  representations 
of  how  well  off  people  are.  It  sems  to  us  that,  other  things  being 
equal,  people  who  own  equal  amounts  of  property  or  spend  equal 
amounts  for  consumption  or  have  equal  incomes  are  equally  well  off 
and  should  pay  equal  taxes.  But  we  know  that  other  things  are  not 
equal.  Being  well  off  is  a  psychic  state,  which  is  only  partially 
measured  by  property,  consumption,  or  income.  If  A  and  B  have 
equal  incomes,  but  B  is  blind,  A  is  better  off — presumably.  This  par- 
ticular case  is  recognized  in  the  tax  law.  But  obviously  there  are 
many  conditions  in  each  person's  life  that  affect  how  well  off  he  is  but 
are  not  recognized  in  the  tax  law  and  could  not  be. 

We  use  property  or  consumption  or  income  to  measure  equality  for 
tax  purposes  not  because  they  are  very  good  measures  but  because 
they  are  the  best  objective  measures  we  know.  Objectivity  is,  of 
course,  not  necessary  in  a  tax  system  and  has  not  always  been  highly 
valued.  In  the  old  Chinese  system,  quotas  of  tax  liability  were  par- 
celed out  to  the  Provinces  on  the  basis  of  the  Emperor's  opinion  of 
what  each  Province  should  pay.  The  Province  did  the  same  to  the 
districts,  which  did  the  same  to  the  clios  (groups  of  100  hos),  which 
did  the  same  to  the  hos  (groups  of  100  families).  The  ho  leader 
assessed  on  each  of  his  100  families  the  tax  liability  he  thought  each 
should  pay,  based  on  his  intimate  knowledge  of  each.  Such  a  system, 
"properly  administered,"  could  be  very  fair.  Certainly,  it  can  take  ac- 
count of  many  relevant  variables  other  than  income.  The  U.S.  tax 
system  may  be  trending  in  this  direction,  with  the  Ways  and  Means 
Committee,  in  lieu  of  the  ho  leader,  making  fine  distinctions  in  the 
tax  treatment  of  different  classes  of  taxpayers.  But  it  is  funda- 
mentally a  kind  of  system  that  we  do  not  like  or  regard  as  fair.  We 
prefer  the  justice — admittedly  rough — that  corner  from  the  even  ap- 
plication of  general  rules.  We  are  suspicious  of  the  kind  of  justice 
that  results  from  case-by-case  discriminations  among  classes  of  citizens 
and  taxpayers. 
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Income  is  not  the  only  general  and  objective  standard  by  which  the 
relative  taxability  of  different  individuals  might  be  measured.  I  have 
already  referred  to  ownership  of  property  and  expenditures  for  con- 
sumption as  alternative  standards.  Both  of  these  standards  are  im- 
portant in  State  and  local  taxation.  But  this  is,  I  think,  less  a  result 
of  preference  for  these  standards  than  of  limitations  on  the  choice 
among  tax  bases  imposed  by  the  limited  area  of  the  taxing  units. 
Where  the  choice  among  tax  bases  is  freer,  as  it  is  in  Federal  taxation, 
there  is  no  question  of  the  preference  for  income  as  the  basic  standard. 
Income  is  felt  to  be  more  inclusive  of  the  measurable  aspects  of  an 
individual's  condition  that  determine  how  well  off  he  is  than  any  other 
standard.  It  seems  unrealistic  to  say  that  two  individuals  with  equal 
property  or  equal  consumption  expenditures  are  equally  well  off,  and 
equally  taxable,  if  their  incomes  differ.  True,  we  do  continue  to 
hanker  after  the  other  standards,  ^ven  in  the  income  tax.  For  many 
years  the  Federal  income  tax  gave  a  preference  on  earned  income  as 
against  unearned  income,  meaning  income  from  property,  and  this 
still  persists  in  State  income  taxes.  The  recent  tendency  to  afford 
special  treatment  to  additions  to  retirement  reser\^es  reflects  some  feel- 
ing that  income  available  for  consumption  has  a  different  tax  signifi- 
cance than  income  not  so  available.  But  these  cases  represent,  in  my 
opinion,  more  a  reluctance  to  go  all  the  way  with  the  logic  of  income 
taxation  than  a  preference  for  some  other  standard. 

The  idea  that  it  is  just  to  tax  persons  with  equal  incomes  equally 
implies  something  about  the  justice  of  the  distribution  of  income  be- 
fore tax.  It  implies  that  there  is  some  element  of  justice  in  the  dis- 
tribution of  income  before  tax,  or  at  least  that  it  is  not  positively  un- 
just. If  A  and  B  have  equal  incomes  before  tax,  but  do  not  equally 
deserve  their  incomes,  it  is  hard  to  see  what  justice  there  is  in  taxing 
them  equally  and  leaving  them  with  equal  incomes  after  tax.  There 
might  be  other  reasons  for  taxing  them  equally — economic  or  adminis- 
trative considerations,  for  example — and  such  taxation  might  be  ran- 
dom or  neutral  from  the  standpoint  of  justice.  But  an  affirmative 
claim  of  justice  in  taxation  could  hardly  be  sustained. 

There  is,  in  fact,  a  certain  element  of  justice  in  the  distribution 
of  incomes  before  tax  in  our  economic  system.  It  is  the  justice  that 
comes  from  the  relation  of  each  individuars  income  to  the  value  of 
the  product  of  his  resources — labor  and  capital — as  determined  by 
what  others  will  voluntarily  pay  for  the  use  of  his  resources.  The 
justice  of  this  arrangement  depends  upon  the  conditions  under  which 
each  earns  his  income  being  nondiscriminating  and  unmanipulated. 
This  does  not  mean  that  the  conditions  facing  each  are  equal.  The 
Texan  bom  50  feet  above  a  lake  of  oil  faces  different  conditions  from 
the  Georgian  born  on  a  wornout  cotton  farm.  Yet  we  can  accept  the 
resulting  relative  incomes  as  fair  as  long  as  we  do  not  think  the  oil 
was  put  there  by  any  human  agency  for  the  benefit  of  the  Texans. 
We  would  not,  for  example,  think  it  fair  if  the  Government  had  put 
it  there. 

This  is  essentially  the  justice  of  the  distribution  of  prizes  in  an 
imrigged  game  that  all  can  play.  But  we  recognize  that  this  is  only  a 
limited  kind  of  justice — what  has  been  called  commutative  justice. 
It  says  nothing  about  the  merits  or  deserts  of  any  individual.  We 
would  probably  all  feel  that  this  is  not  a  very  fundamental  form  of 
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justice.  As  has  been  said,  this  is  man's  justice,  not  God's.  But  we 
accept  this  lower  order  of  justice  as  the  best  basis  on  which  a  volun- 
tary society  of  human  beings  can  be  organized.  The  free  society  can- 
not survive  if  its  members  do  not  consent  to  the  justice  of  the  distri- 
bution of  income  within  it.  But  there  is  no  way  in  which  the  members 
of  a  large  society  can  agree  upon  the  relative  merits  and  deserts  of 
each  and  upon  the  income  to  which  each  is,  in  all  justice,  entitled.  In- 
stead, we  accept,  as  the  condition  for  living  together,  man's  justice, 
which  is  the  justice  of  nondiscrimination,  subject  to  exception  in  those 
cases,  probably  few,  where  a  really  general  consensus  on  doing  some- 
thing else.  One  such  case  is  the  consensus  on  preventing  the  income 
of  any  family  from  falling  below  some  minimum  level.  But,  in  gen- 
eral, we  agree  not  to  try  to  realize  more  fimdamental  ideas  of  justice 
through  the  political  process. 

The  justice  of  equal  taxation  of  persons  with  equal  incomes  is,  in  my 
mind,  closely  related  to  this  concept  in  our  society  generally.  The 
tax  would  be  just  because  it  would  be  a  nondiscriminating  condition 
under  which  all  operate — like  the  distribution  of  oil  under  the  earth's 
surface.  Moreover,  it  would  not  attempt  to  create  more  justice  than 
there  is  in  the  system  to  start  with,  except  in  cases  of  clear  consensus. 
Basically,  it  would  seek  that  order  of  justice  that  is  consistent  with  a 
system  of  voluntary  consent. 

One  further  implication  of  the  idea  that  equal  incomes  should  be 
taxed  equally  should  be  noted.  It  is  implied,  I  think,  that  incomes 
before  tax  are  unaffected  by  the  tax.  Suppose  that  A  and  B  have  equal 
incomes,  but  A  pays  more  tax.  Is  this  unfair  if  A's  income  before  tax 
would  have  been  smaller  in  the  absence  of  the  tax  ?  This  is  a  question 
of  considerable  practical  significance  in  evaluating  tax  provisions  that 
have  been  in  force  for  a  long  time.  For  example,  a  salaried  employee 
saving  part  of  his  income  for  retirement  will  pay  less  tax  than  a 
self-employed  professional  person  with  equal  income  making  similar 
provision  for  his  retirement.  But,  many  people  have  a  choice  between 
salaried  employment  and  self-employment.  We  should  expect  the 
different  tax  treatment  to  make  them  willing  to  accept  salaried  employ- 
ment at  smaller  incomes,  relative  to  earnings  in  self-employment,  than 
would  otherwise  be  the  case.  The  result  may  be  that  relative  incomes 
after  tax  are  about  the  same  as  if  the  tax  treatment  had  been  equal. 

In  general,  there  is  a  tendency  for  the  market  to  adjust  to  different 
tax  treatment  of  incomes  from  different  sources  in  such  a  way  as  to 
reduce  the  net  effects  on  income  after  tax.  This  adjustment  is  unlikely 
to  be  complete  and  may  have  some  costs  in  terms  of  efficiency.  But  it 
does  mean  that  the  magnitude  of  discriminations  in  the  ta.i  system 
cannot  be  measured  by  their  effects  on  tax  liability  without  reference  to 
their  effects  on  income  before  tax. 

This  is  one  aspect  of  the  more  general  and  very  important  proposi- 
tion :  Old  taxes  are  good  taxes.  The  economic  system  has  adjusted  to 
them  so  as  to  reduce  discriminatory  effects  they  might  have  had  when 
first  imposed.  Moreover  old  taxes  often,  although  not  always,  have  a 
degree  of  acceptance  they  did  not  have  when  first  imposed.  Therefore 
the  considerations  relevant  to  the  removal  of  some  tax  provision  that 
has  been  in  effect  for  some  time  are  very  different  from  the  considera- 
tions that  would  be  relevant  to  its  initial  adoption. 

These  observations  about  the  nature  of  justice  in  the  tax  system  and 
in  the  economy  lead  me  to  the  following  conclusions : 
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1.  The  justice  that  can  be  hopefully  sought  in  the  tax  system  is  of  a 
limited  kind,  and  the  degree  to  which  even  this  limited  kind  of  justice 
can  actually  be  achieved  is  narrowly  circumscribed  by  numerous  prac- 
tical considerations. 

2.  We  should  all  be  quite  modest  in  our  claims  for  the  essentiality 
of  any  particular  tax  reform  from  the  standpoint  of  justice.  Es- 
pecially, we  should  not  allow  insistence  upon  some  fairest,  or  only  fair, 
way  of  raising  or  lowering  taxes  to  prevent  desirable  adjustments  in 
the  level  of  revenues. 

3.  We  should  recognize  a  weighty  presumption  in  favor  of  retaining 
features  of  the  tax  system  that  have  been  in  force  for  a  long  time. 

4.  But,  we  should  try  to  move  the  tax  svstem  as  far  and  as  fast  as 
possible  in  the  direction  of  uniform  application  of  the  rule  that  persons 
with  equal  incomes  should  be  taxed  equally,  regardless  of  the  source  or 
use  of  their  incomes,  and  with  as  few  distinctions  in  the  definition  of 
income  as  possible.  This  would  be  movement  toward  the  kind  of 
justice  upon  which  our  society  rests  and  toward  the  acceptability  that 
is  necessary  for  an  effective  tax  system. 

I  know  the  standard  kind  of  reply  that  is  made  to  this  fourth  prop- 
osition. It  is  said  that  this  preference  for  the  simple,  unitary  rule  is 
a  personal,  esthetic  prejudice  resulting  from  a  kind  of  know-noth- 
ingness that  refuses  to  recognize  that  an  oil  well  differs  from  a  steel 
mill,  that  a  capital  gain  differs  from  a  salary,  that  owning  a  house  is 
not  renting  it,  that  giving  money  to  charity  is  not  spending  for  con- 
sumption, and  so  on.  All  these  differences  and  hundreds  of  others 
must,  it  is  said,  be  recognized  by  the  tax  law.  Moreover,  the  provi- 
sions of  the  tax  law  that  recognize  these  distinctions  were  democrat- 
ically enacted,  and  who  are  you  to  say  they  do  not  represent  the 
community's  sense  of  justice?  It  will  be  said  that  the  insistence  upon 
the  general  rule  is  merely  another  reflection  of  the  old-fashioned  fear 
of  government  decisions,  a  fear  that  has  been  proved  over  and  over 
again  to  be  groundless. 

This  reply  would  be  more  convincing  if  we  did  in  fact  have  a  tax 
system  that  commanded  general  consent  and  that  was  an  effective, 
flexible  instrument  of  national  policy.  But  we  don't  have  such  a  tax 
system.  Even  though  every  piece  of  the  tax  system  was  democrati- 
cally enacted,  there  is  a  widespread  suspicion  that  interested  parties 
play  a  disproportionate  role  in  making  decisions  about  all  the  little 
pieces.  Even  if  this  were  not  the  case,  even  if  every  part  of  the  tax 
system  had  the  approval  of  some  majority  of  the  citizens,  it  could  still 
be  true  that  the  system  as  a  whole  did  not  have  general  approval. 
The  consequences  of  this  situation  are  not  speculative  or  prospective. 
They  may  be  seen  in  our  inability  to  agree  on  any  way  to  raise  more 
revenue,  short  of  overt  war,  or  on  any  way  at  all  to  return  revenue 
to  the  taxpayers. 

JUSTICE  IN  PROGRESSION 

Up  to  this  point  I  have  been  discussing  the  elementary  proposition 
that  it  is  just  to  tax  equally  persons  with  equal  incomes.  I  have  said 
nothing  about  the  just  treatment  of  persons  with  unequal  incomes. 
And  I  shall  say  little  about  it,  because  there  is,  in  my  opinion,  little 
that  can  be  said. 

I  suppose  it  is  universally  accepted  as  just  that  persons  with  larger 
incomes  should  pay  more  taxes  than  persons  with  lower  incomes.    The 
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proposition  that  persons  with  equal  incomes  should  pay  equal  taxes 
seems  to  impl}^  that  persons  with  unequal  incomes  shuld  pay  unequal 
taxes,  and  it  would  be  ludicrous  to  suggest  that  persons  with  higher 
incomes  should  pay  lower  taxes.  But  this  does  not  get  us  very  far. 
The  practical  question  is  always  one  of  degree.  If  A's  income  is  twice 
B's,  should  A's  tax  be  twice  B's,  or  one  and  one-half  times  or  three 
times  as  large  ?  Intuitive  standards  of  equity  seem  to  throw  no  light 
on  questions  of  "How  much?" 

The  problem  is  to  find  some  satisfactory  reconciliation  of  two  ideas 
of  justice,  both  of  which  are  common  in  our  society.  One  is  the  egali- 
tarian idea  that  people  are  by  and  large  equally  deserving  and  capable 
of  enjoying  income  and  that  movement  toward  equality  is  movement 
toward  justice.  The  other  is  that  people  deserve  what  they  earn. 
There  is  no  court  to  which  we  can  turn  for  a  reconciliation  of  these 
ideas  other  than  the  conscience  of  the  community.  But  what  the 
members  of  the  community  regard  as  fair  in  this  respect  is  a  mystery. 
Several  opinion  polls  have  reported  that  when  people  are  asked  how 
much  tax  a  person  with  a  specified,  above-average  income  should  pay 
the  answers  generally  lie  below  the  amounts  imposed  by  the  present 
tax  system.  This  is  not  very  strong  positive  evidence,  but  it  is  of 
some  value  in  indicating  that  the  present  degree  of  progression  should 
not  be  regarded,  simply  because  it  exists,  as  conforming  closely  to 
the  community's  idea  of  fairness.  And  considering  how  we  got  to 
this  degree  of  progression — ^through  wars  and  inflation — and  the 
strong  inertia  against  changing  what  has  once  been  established  in  the 
tax  law  this  is  not  a  surprising  or  strong  assertion. 

In  the  absence  of  more  objective  standards,  perhaps  all  any  of  us 
can  do  is  declare  his  own  preferences.  I  personally  regard  the  present 
structure  of  rates  as  too  progressive  where  they  actually  apply,  that  is, 
where  an  individual's  whole  income  is  wholly  subject  to  them.  I 
think  it  is  too  great  a  subordination  of  the  idea  than  an  individual 
deserves  what  he  earns  to  impose  rates  of  50  percent  or  more  over  as 
large  a  part  of  the  income  range  as  we  now  do.  This  is  a  question 
on  which  no  one  can  claim  any  expert  status.  But  I  would  at  least 
urge  recognition  of  the  fact  that  a  tax  system  can  be  too  progressive 
from  the  standpoint  of  justice  alone — leaving  aside  all  questions  of 
economic  effect  or  administrative  feasibility. 

TAXATION    AND   ECONOMIC    GROWTH 

[Economic  growth  has  risen  in  the  last  few  years  to  tlie  top  of  the 
popular  list  of  standards  by  which  we  evaluate  taxation,  and  most 
other  economic  policies,  displacing  high  employment  which  already 
outranked  efficiency,  equity,  etc.  The  committee  will  undoubtedly 
want  to  inquire  about  the  effects  on  economic  growth  of  each  of  the 
aspects  of  the  tax  system  it  examines.  Only  by  the  accumulation  of 
such  detailed  investigations  can  a  satisfactory  picture  of  the  relation 
between  the  tax  system  and  economic  growth  be  developed.  However, 
there  are  a  few  things  that  may  be  said  on  this  subject  in  the  general 
terms  appropriate  to  this  introductory  section  of  the  study. 

Despite  the  current  enthusiasm  for  economic  growth,  the  position 
of  economic  growth  among  the  objectives  of  economic  policy  in  general, 
and  of  tax  policy  in  particular,  still  needs  to  be  thought  through. 
There  are  at  least  four  possible  attitudes  to  this  question. 
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1.  Critics  of  our  society  have  always  existed  who  held  that  Ameri- 
cans, individually  and  collectively,  were  too  much  concerned  with 
incerasing  their  own  and  the  Nation's  production  and  income.  That 
is,  we  were  too  much  concerned  with  economic  growth.  This  idea 
has  now  achieved  a  certain  vogue,  perhaps  because  it  challenges  one 
of  our  most  strongly  entrenched  orthodoxies.  If  taken  seriously  this 
argues  for  a  tax  system  that  is  indifferent  to  growth,  if  not  actively 
repressive. 

2.  Economic  growth  in  our  system  is  largely  the  result  of  decisions 
made  by  individuals,  families,  businesses,  and  local  institutions  about 
steps  they  will  take  to  increase  their  own  incomes — ^by  saving,  in- 
vesting, educating  themselves,  and  so  on.  One  can  take  the  position 
that  the  amount  of  growth  that  emerges  from  these  decisions  is  the 
"right"  amount,  being  the  amount  that  people  have  shown  they  want 
and  are  willing  to  pay  for.  On  this  theory,  it  is  no  function  of  Gov- 
ernment, through  its  tax  policy  or  otherwise,  to  try  to  impose  upon 
the  economy  a  faster  rate  of  growth.  Government  policy  should  be 
as  neutral  as  possible  in  its  influence  upon  the  private  decisions  that 
affect  the  rate  of  growth. 

3.  Even  if  one  believes  that  the  Government  should  try  to  accelerate 
the  rate  of  growth  one  might  take  the  position'  that  it  should  not  use 
the  tax  structure  for  this  purpose.  To  fashion  the  tax  system  in  the 
interest  of  growth  may  conflict  with  other  important  objectives^ — 
fairness,  acceptability,  simplicity.  There  may  be  other  means  more 
appropriate  for  promoting  growth.  For  example,  if  it  is  desired  to 
increase  saving,  it  may  be  better  to  increase  Government  saving — 
by  running  a  budget  surplus — than  to  give  tax  preferences  for  priva/te 
saving.  Similarly,  it  may  be  better  for  the  Government  to  expand 
its  own  research,  or  to  support  private  research  directly,  rather  than 
to  try  to  give  private  research  more  tax  preferences.  This  approach 
may  give  us  a  cleaner  tax  system,  more  useful  for  its  primary  revenue- 
providing  purposes,  and  a  more  controllable  and  effective  program 
for  promoting  growth. 

4.  Finally  the  position  can  be  taken  that  more  rapid  economic 
growth  is  so  important  and  so  difficult  to  achieve  that  we  must  direct 
all  instruments  of  national  policy  to  that  end  and  cannot  afford  to 
exclude  an  instrument  of  such  great  influence  as  taxation. 

The  second  or  third  of  these  four  positions  would  not  imply  that 
we  should  stand  pat  with  the  present  tax  system.  The  present  tax 
system  is  not  neutral  with  respect  to  the  private  decisions  that  affect 
economic  growth.  But  the  reforms  that  would  be  called  for  in  the 
effort  to  neutralize  the  growth  effects  of  the  tax  system  are  by  and  large 
the  reforms  that  would  be  desirable  to  bring  the  system  into  line  with 
the  concept  of  rough  justice  suggested  above.  Minimizing  tax  dis- 
criminations among  different  sources  of  income  and  among  different 
uses  of  income  will  also  minimize  discriminations  between  activities 
that  promote  growth  and  those  that  do  not.  Whether  a  non- 
discriminatory system  would  promote  or  retard  growth,  in  com- 
parison with  the  present  system,  is,  in  my  opinion,  impossible  to  say. 
We  know  that  the  tax  system  affects  growth  in  many  way,  but  these 
effects  are  both  pro  and  con,  and  we  do  not  know  enough  about  the 
quantities  involved  to  be  very  confident  even  of  the  direction  of  the 
net  effect.    This  will  be  confirmed  by  looking  at  the  problem  from  the 
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standpoint  that  would,  I  suppose,  now  be  generally  regarded  as  most 
realistic — namely,  that  we  want  to  promote  growth  by  all  means, 
including  the  tax  structure. 

If  we  want  to  adapt  the  tax  structure  to  the  promotion  of  growth, 
in  what  direction  shall  we  move?  Presumably,  we  want  to  increase 
the  amount  of  saving  and  investment  and  make  sure  that  the  invest- 
ment takes  the  most  productive  forms.  This  seems  obviously  true  if 
we  define  investment  as  all  those  uses  of  income  that  add  to  future 
income,  which  involves  including  research  and  at  least  part  of  edu- 
cation in  investment. 

Starting  with  the  total  supply  of  saving  as  a  determinant  of  growth 
we  encounter  this  awkward  fact.  Despite  the  enormous  change  in  both 
the  level  and  the  character  of  taxation  since  30  years  ago,  gross  savings, 
personal  plus  corporate,  is  now  about  the  same  proportion  of  the  gross 
national  product,  in  periods  of  high  employment,  as  it  was  in  1929. 
This  could  mean  that  although  the  present  tax  system  tends  to  repress 
the  rate  of  saving  there  have  been  other  offsetting  developments.  But 
it  could  also  mean  that  the  rate  of  saving  is  not  very  responsive  to  the 
level  or  character  of  taxation.  Or  it  could  mean  that  the  changes  in 
our  tax  system  since  1929  have  been  largely  offsetting  in  their  effects 
on  taxation.  There  is  reason  to  believe  that  this  last  factor  is  at  least 
part  of  the  explanation.  For  example,  the  high  corporate  profits  tax 
may  reduce  the  ability  of  corporations  to  save.  But  the  combination 
of  the  corporate  profits  tax  with  individual  taxation  of  dividends  and 
relatively  favorable  treatment  of  capital  gains  strengthens  the  incen- 
tive of  corporations  to  retain  earnings.  There  are  also  features  of  the 
individual  income  tax  system  that  increase  the  incentive  to  save. 

The  point  is  not  to  deny  that  revision  of  the  tax  system  could 
increase  private  saving  but  only  to  illustrate  how  little  we  know  about 
ways  of  doing  it.  Moreover,  a  look  at  the  magnitudes  involved  sug- 
gests that  a  significant  increase  of  saving  would  require  a  really  radical 
shift  in  the  tax  structure.  Gross  private  saving  in  the  United  States 
now  runs  about  $65  to  $70  billion  a  year  and  net  private  saving  about 
half  of  this.  To  reduce  the  maximum  individual  surtax  rate  to  50 
percent,  for  example,  would  reduce  tax  liabilities  by  about  $800  million 
a  year.  Not  all  of  this  $800  million  would  be  saved.  Thus,  while  a 
substantial  reduction  of  the  top  rates  may  be,  and  I  believe,  is,  desir- 
able on  other  grounds,  it  can  hardly  be  claimed  to  have  an  important 
effect  on  saving. 

Nevertheless,  if  accelerating  growth  is  a  major  objective,  strong 
measure  to  accomplish  it  cannot  be  ruled  out.  A  substantial  increase 
of  consumption  taxes  would,  I  believe,  cause  a  significant  increase  in 
saving.  There  would  still  be  a  question,  however,  whether  the  pro- 
ceeds of  an  increase  in  consumption  taxation  enacted  for  this  purpose 
should  be  used  to  reduce  other  taxes  or  should  be  used  to  pay  off 
Federal  debt  as  the  surest  way  of  increasing  the  funds  available  for 
investment. 

The  purpose  of  increasing  saving,  of  course,  would  be  to  increase 
investment.  In  the  postwar  period  we  have  in  general  operated  close 
to  full  employment,  which  means  that  in  general  we  have  invested  as 
much  as  the  community  wanted  to  save  at  high  employment.  This 
has  two  implications.  First,  since  we  could  not  have  invested  more 
than  we  saved,  it  cannot  be  maintained  that  the  tax  system  was  re- 
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pressed  investment  unless  it  has  also  repressed  saving,  which  is  uncer- 
tain. Second,  there  will  be  no  point  to  tax  revisions  to  stimulate 
investment  unless  they  also  stimulate  saving. 

Assuming  that  we  are  able  to  increase  the  rate  of  saving,  how  can 
we  make  sure  that  the  enlarged  saving  will  be  invested?  The  in- 
creased availability  of  saving  would  itself  be  a  force  tending  to  in- 
crease investment.  In  my  opinion,  this  would  be  a  powerful  force  if 
accompanied  by  monetary  policies  to  assure  the  proper  levels  of 
interest  rates.  But  one  cannot  be  certain  that  the  natural  response 
would  be  adequate  and  that  some  tax  changes  may  not  be  desirable  to 
assure  the  utilization  of  the  saving.  In  this  case  the  main  field  in 
which  assistance  is  to  be  sought  is  probably  the  treatment  of  depre- 
ciation. 

Until  1954  it  was  reasonable  to  criticize  the  depreciation  provisions 
of  the  tax  system  on  two  grounds.  First,  the  allowed  depreciation  was 
less  than  the  true  rate  of  depreciation,  at  least  in  many  cases,  and 
income  was,  therefore,  overstated  and  unfairly  taxed.  Second,  the  in- 
adequacy of  depreciation  allowances  retarded  investment  and  growth. 
Since  the  reforms  of  1954  the  first  criticism,  on  grounds  of  equity, 
is  much  less  applicable.  The  case  for  more  generous  depreciation 
allowances  now  has  to  rest  almost  entirely  on  the  desire  to  promote 
full  investment  of  savings  in  order  to  accelerate  growth.  Once  this 
is  recognized — that  is,  once  we  are  no  longer  tied  to  the  effort  to 
approximate  true  depreciation — the  possibilities  for  stimulating 
investment  by  adjusting  depreciation  allowances  seem  quite  large. 

Only  a  little  arithmetic  is  needed  to  show  that  an  enormous  increase 
in  total  saving  and  investment  would  be  required  to  raise  our  average 
annual  growth  rate  appreciably^say,  from  3  to  4  percent — if  the  in- 
vestment yields  an  average  return  of,  say,  10  or  15  percent.  It  is 
natural,  therefore,  that  we  should  seek  to  channel  investment  into 
uses  that  might  yield  much  more  than  the  average  rates  of  return  in 
our  society.  The  search  for  such  uses  inevitably  ends  up  with  research 
as  the  kind  of  investment  most  likely  to  have  an  exceptionally  large 
payoff.  This  conforms  to  a  priori  expectations.  Since  a  part,  often 
large,  of  the  benefits  from  research  do  not  accrue  to  the  company  that 
pays  for  the  research,  rational  decisions  within  the  firm  would  not 
push  research  as  far  as  would  be  socially  beneficial. 

The  subject  is  an  intricate  one  and  the  committee  will  hear  expert 
testimony  about  it,  but  at  least  on  the  surface  it  does  not  appear  that 
the  present  tax  system  discriminates  against  investment  in  research. 
In  fact,  the  combination  of  permission  to  charge  research  as  a  current 
expense  and  a  high  corporate  tax  rate  may  be  a  positive  stimulus  to 
research.  To  go  beyond  this  in  the  promotion  of  research  will  raise 
many  administrative  difficulties,  since  research  is  so  hard  to  define  and 
its  product  so  hard  to  value.  But  this  is  the  field  in  which  ingenuity 
in  taxation  may  yield  the  largest  return  in  economic  growth,  although 
probably  at  some  sacrifice  of  uniformity,  objectivity,  and  simplicity. 

If  we  wish  to  promote  research  we  should  look  not  only  at  ways  to 
increase  the  demand  for  research  but  also  at  ways  to  increase  the 
supply  of  people  capable  of  doing  research.  That  is,  we  should  look 
at  education.  The  problem  of  education  lies  largely  outside  the  field 
of  taxation,  yet  the  relation  of  taxation  to  education  deserves  more 
thought  than  it  has  received.     It  is  quite  obvious  that  much  expendi- 
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ture  for  education  is  an  investment  in  income-producing  capacity 
analogous  to  investment  in  plant  and  equipment.  But  the  tax  law 
does  not  recognize  this  feature  of  expenditure  for  the  education  of  one's 
self  or  one's  children.  (A  business  can  deduct  expenditures  for  the 
education  of  its  employees.)  When  tax  rates  v^ere  lower  and  our 
interest  in  growth  in  general  and  education  in  particular  less  intense, 
this  could  be  accepted  as  an  anomaly  too  awkward  to  correct.  But  we 
cannot  be  satisfied  with  this  answer  any  longer. 

I  have  not  tried  to  present  here  a  tax  program  for  growth.  This 
is  only  partly  because  I  do  not  regard  it  as  the  function  of  these  intro- 
ductory essays  to  promulgate  programs.  The  reader  of  the  foregoing 
pages  will  already' have  noted  the  author's  basic  uncertainty  about 
the  desirability  and  feasibility  of  a  tax  program  for  growth.  This  in 
turn  reflects  a  reluctance  to  get  very  far  from  the  idea  of  a  tax  system 
that  will  attract  sufficient  consent  to  permit  the  support  of  Govern- 
ment on  an  adequate  but  not  excessive  scale. 
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What  Would  a  Comprehensive  Individual 
Income  Tax  Yield? 

by  Joseph  A.  Pechman 

The  individual  income  tax  is  the  most  important  tax  in  the  Federal 
tax  system.  It  will  yield  about  $40  billion  of  revenue  this  year  and 
will  account  for  more  than  half  of  Federal  budget  receipts.  Twenty 
years  ago,  it  yielded  $1  billion  and  contributed  only  a  fifth  of  Federal 
receipts.  This  growth  is  explained  by  the  very  substantial  rise  in  per- 
sonal incomes  in  the  last  two  decades,  increases  in  tax  rates,  and  reduc- 
tions in  the  personal  exemptions.  The  lower  exemptions  have 
transformed  the  income  tax  from  one  that  applied  only  to  a  small 
group  of  taxpayers  at  the  top  of  the  income  scale  to  a  mass  levy  paid 
by  the  large  majority  of  income  recipients. 

Most  people  in  this  country  regard  a  graduated  personal  income  tax 
as  the  fairest  way  of  raising  revenues.  But,  despite  this  widespread 
public  acceptance  of  the  idea  of  a  graduated  income  tax,  the  tax  now 
in  effect  has  been  subject  to  considerable  criticism  of  late.  Much  of 
this  criticism  reflects  the  relatively  recent  recognition  that  too  many 
provisions  benefiting  special  groups  of  taxpayers  have  crept  into  the 
tax  law,  with  the  result  that  people  in  essentially  the  same  economic 
circumstances  often  pay  substantially  different  amounts  of  tax.  Most 
of  these  provisions  were  enacted  a  long  time  ago,  but  the  Congress 
keeps  adding  to  the  list  from  time  to  time.  The  tangible  result  of  this 
"erosion"  of  the  tax  base  has  been  that,  despite  the  large  increase  in 
personal  incomes  during  the  postwar  period,  rates  are  near  wartime 
peak  levels  and  exemptions  are  near  their  historic  lows.  With  per- 
sonal incomes  at  record  highs,  many  people  wonder  why  it  is  necessary 
to  push  rates  and  exemptions  to  these  extremes  to  provide  revenues 
amounting  to  less  than  11  percent  of  total  personal  incomes. 

The  purpose  of  this  paper  is  to  describe  the  major  features  of  the 
present  individual  income  tax  structure  and  to  explain  the  principal 
sources  of  erosion.  It  also  presents  a  calculation  of  what  a  compre- 
hensive income  tax  would  have  yielded  at  1957  income  levels.  The 
conclusion  of  the  paper  is  that  we  are  taxing  ourselves  at  inordinately 
high  rates  by  allowing  the  tax  base  to  be  eroded  by  so  many  unneces- 
sary, and  expensive,  preferential  provisions.  These  provisions  are  not 
confined  to  any  single  income  bracket,  but  are  scattered  throughout  the 
scale  of  incomes.  If  all  the  eroding  features  of  the  tax  law  had  been 
eliminated,  the  tax  base  would  have  been  $59  billion  larger  than  it 
actually  was  in  1957  and  the  revenues  that  were  collected  on  1957  in- 
comes could  have  been  raised  with  rates  that  were  a  third  lower  in 
every  taxable  income  bracket. 


^'This  paper  is  a  revision  and  updating  of  my  paper,  "Erosion  of  the  Individual  Income 
Tax,"  National  Tax  Journal,  March  1957.  The  views  expressed  herein  do  not  necessarily 
reflect  those  of  the  trustees,  oflacers,  or  other  staff  members  of  the  Committee  for  Eco- 
nomic Development. 
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I.   RELATION   BETWEEN    PERSONAL   INCOME   AND   ADJUSTED   GROSS   INCOME 

The  most  useful  starting  point  for  analyzing  the  structure  of  the 
individual  income  tax  is  personal  income,  a  comprehensive  concept  of 
income  developed  by  the  Department  of  Commerce  for  use  in  national 
income  accounting.  Personal  income  differs  in  important  respects 
from  the  concepts  of  income  used  for  tax  purposes.  Among  the  vari- 
ous concepts  in  the  tax  law,  adjusted  gross  income  most  nearly  resem- 
bles personal  income.  Total  personal  income  exceeds  the  aggregate 
of  adjusted  gross  incomes  reported  on  tax  returns  by  substantial 
amounts  every  year.  However,  most  of  the  difference  can  be  explained 
by  differences  in  definition. 

Personal  income  measures  the  incomes  received  by  households  and 
nonprofit  institutions  and  private  pension  and  welfare  funds.  In- 
cluded in  personal  income  are  such  nonmoney  incomes  as  the  rental 
value  of  owner-occupied  homes,  imputed  interest  for  the  value  of 
services  furnished  individuals  by  banks  and  insurance  companies,  the 
value  of  food  produced  and  consumed  by  farmers,  and  income  in  kind 
of  wage  earners.  These  items,  as  well  as  the  receipts  of  nonprofit 
organizations  and  funds,  are  not  subject  to  the  individual  income 
tax  and  are,  therefore,  not  reported  on  individual  returns.  In  addi- 
tion, some  money  income  receipts  such  as  transfer  payments,  tax- 
exempt  interest,  and  a  substantial  portion  of  military  pay  and  allow- 
ances, are  included  in  personal  income  but  are  not  taxable. 

Adjusted  gross  income  is  gross  income  less  allowable  deductions  such 
as  trade  and  business  expenses  and  expenditures  incurred  in  earning 
income.  Adjusted  gross  income  includes  personal  contributions  for 
social  security,  capital  gains  and  losses,  incomes  of  residents  of  Alaska 
and  Hawaii,  and  other  items  which  are  not  covered  in  personal  income. 
A  reconciliation  between  personal  income  and  adjusted  gross  income 
thus  requires  both  positive  and  negative  adjustments. 

Personal  income  in  1957,  the  latest  year  for  which  statistics  from 
tax  returns  are  available,  amounted  to  $350.6  billion.  In  the  same 
year,  individuals  reported  $280.3  billion  adjusted  gross  income  on  tax 
returns,  or  $70.3  billion  less  than  personal  income.  This  difference 
exaggerates  the  gap  between  the  two  sets  of  figures  because  of  the 
differences  in  concept  and  definition  already  noted.  Most  of  the 
difference  can  be  explained,  but  a  complete  reconciliation  is  not  pos- 
sible because  adequate  data  are  not  available  to  make  all  the  necessary 
adjustments. 

Table  1  summarizes  the  adjustments  in  detail  for  the  year  1957. 
Some  of  the  estimates  in  this  table  are  no  more  than  rough  approxi- 
mations and  may  be  subject  to  substantial  error,  but  the  major  items 
are  taken  directly  from  the  national  income  accounts  or  tax  return 
data  and  are  firmly  based.  On  balance,  the  error  of  estimate  is  prob- 
ably no  more  than  about  1  or  2  percent  of  the  figure  shown  for  ad- 
justed gross  income  (plus  the  error,  if  any,  in  the  basic  personal  in- 
come estimates). 

The  portion  of  personal  income  which  is  not  included  in  adjusted 
gross  income  consisted  of  the  following  items  in  1957 : 

1.  Transfer  payments  and  other  labor  income  accounted  for  $30 
billion.  This  total  is  made  up  of  benefits  from  social  insurance  funds ; 
public  assistance  payments;  military  pension,  disability  and  retire- 
ment payments ;  mustering  out  payments  to  discharged  servicemen  and 
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terminal  leave  benefits;  readjustment,  self -employment,  and  subsist- 
ence allowances  to  veterans;  compensation  for  injuries  through  public 
and  private  compensation  plans;  employer  contributions  to  private 
pension  and  welfare  funds;  and  transfer  payments  of  business  enter- 
prises. 

2.  Income  in  kind  and  imputed  interest  account  for  another  $19  bil- 
lion of  personal  income  which  is  not  part  of  adjusted  gross  income. 
These  are  the  net  rental  value  of  owner-occupied  and  of  tenant-occu- 
pied farmhouses,  the  imputed  value  of  unpaid  services  furnished  to 
individuals  by  banks,  life  insurance  companies  and  other  financial 
intermediaries,  nonmoney  wages,  food  and  clothing  furnished  military 
personnel,  and  food  and  fuel  produced  and  consumed  on  farms. 

3.  Personal  income  includes  the  pay  and  allowance  of  military  per- 
sonnel whether  taxable  or  not.  Aside  from  the  income  in  kind  received 
by  servicemen,  which  was  included  in  (2)  above,  nontaxable  cash  pay 
and  allowances  amounted  to  $1.9  billion. 

Table  1. — Derivation  of  adjusted  gross  income  from  personal  income,  1957 

[Billions  of  dollars] 

Adjustment  items:                                                                                                Amount 
Personal  income . 350.  6 

Receipts  included  in  personal  income  but  not  in  adjusted  gross  income : 

1.  Transfer  payments  and  other  labor  income 30.  0 

2.  Income  in  kind  and  imputed  interest 19.  0 

3.  Nontaxable  military  cash  pay  and  allowances 1.  9 

4.  Nontaxable  interest .  9 

5.  Fiduciary  income  (other  than  capital  gains) .9 

6.  Property  incomes  of  nonprofit  organizations . .  7 

7.  Inventory  adjustments .  5 

8.  Exclusions  for  dividends  and  sick  pay .9 

Total,  receipts  included  in  personal  income  but  not  in  ad- 
justed gross  income 54.  8 

Receipts  included  in  adjusted  gross  income  but  not  in  personal  income : 

1.  Personal  contributions  for  social  insurance 6.  7 

2.  Net  gains  on  sales  of  assets 3.  4 

3.  Incomes  of  residents  of  Alaska  and  Hawaii 1.  2 

4.  Annunities  and  pensions  reported  on  tax  returns 1. 1 

5.  Miscellaneous  incomes  reported  on  tax  returns 1.  0 

6.  Deductions  for  depletion  and  loss  carryovers — .  5 

Total,  receipts  included  in  adjusted  gross  income  but  not  in 

personal    income 12.  9 

Adjusted  gross  income  (350.6— 54.8 -f  12.9) 308.7 

Sources  :  "U.S.  Income  and  Output,"  a  Supplement  to  the  Survey  of  Current  Business, 
Department  of  Commerce  ;  "Statistics  of  Income,  Individual  Income  Tax  Returns  for  1957," 
Internal  Revenue  Service,  Treasury  Department ;  Treasury  Bulletin  ;  and  Annual  Report 
of  the  Secretary  of  the  Treasury  for  Fiscal  Year  1958. 

4.  Interest  on  U.S.  Government  savings  bonds  can  be  included  in 
adjusted  gross  income  as  it  accrues  annually  or  when  the  bonds  are 
sold.  The  exact  proportion  of  this  accrued  interest  that  is  reported 
annually  is  not  known,  but  it  is  likely  that  very  little  of  it  actually 
appears  on  tax  returns  before  the  bonds  are  sold.  In  addition,  interest 
on  State  and  local  bonds  and  on  a  few  remaining  U.S.  Government 
bonds  is  not  subject  to  Federal  income  tax.  Total  nontaxable  interest 
amounted  to  $0.9  billion. 
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5.  Incomes  (other  than  capital  gains  and  losses)  received  by  admin- 
istrators of  trust  funds  and  estates  are  included  in  personal  income 
but  the  portion  retained  by  these  fiduciaries  does  not  appear  in  the 
tax  returns  of  individuals.     This  item  is  roughly  $0.9  billion. 

6.  Incomes  of  private  welfare  and  pension  funds  and  nonprofit 
organizations  like  colleges,  universities,  churches,  literary,  scientific, 
and  educational  organizations  are  included  in  the  household  sector 
for  purposes  of  national  income  accounting  and,  therefore,  appear  in 
personal  income.  Such  incomes  amounted  to  approximately  $0.7 
billion. 

7.  Nonf  arm  proprietorship  incomes  in  the  national  income  accounts 
exclude  inventory  profits  or  losses  due  to  changes  in  the  price  level 
and  farm  proprietorship  incomes  include  changes  in  the  physical 
value  of  inventories.  Since  inventory  profits  are  taxable,  they  must 
be  added  back  to  personal  income  for  purposes  of  comparison  with 
adjusted  gross  income.  Most  farmers  are  on  a  cash  basis  for  tax  pur- 
poses, so  that  the  changes  in  their  inventories  are  probably  rarely 
taken  into  account  in  their  returns.  The  adjustment  for  these  items 
is  $0.5  billion. 

8.  The  statutory  exclusions  for  dividends  and  sick  pay  amounted 
to  $0.9  billion. 

These  adjustments,  which  total  $54.8  billion,  reduce  the  1957  per- 
sonal income  figure  from  the  original  $350.6  billion  to  $295.8  billion. 
However,  the  latter  figures  does  not  take  into  account  the  following 
items,  amounting  to  $12.9  billion,  that  are  included  in  adjusted  gross 
income  but  not  in  personal  income : 

1.  Personal  contributions  for  social  insurance  are  treated  as  a  deduc- 
tion from  personal  income.  Such  contributions,  amounting  to  $6.7 
bi  llion,  are  sub j  ect  to  tax. 

2.  Gains  and  losses  from  the  sale  of  assets  are  included  in  adjusted 
gross  income  but  not  in  personal  income.  Net  gains  (after  the  50 
percent  exclusion  of  long-term  gains  from  the  sale  of  capital  assets) 
amounted  to  $3.4  billion. 

3.  Residents  of  Alaska  and  Hawaii  are  subject  to  Fedeal  income 
tax  and  their  adjusted  gross  income  is  included  in  the  tabulations  of 
individual  income  tax  returns.  Personal  income  estimates  include  only 
incomes  of  residents  of  continental  United  States.  Consequently,  the 
$1.2  billion  of  adjusted  gross  income  of  residents  of  Alaska  and  Hawaii 
must  be  added  to  personal  income. 

4.  About  $1.1  billion  of  annuities  and  pensions  was  reported  on  in- 
dividual income  tax  returns.  These  items  were  included  either  in 
transfer  payments  or  in  the  receipts  of  insurance  companies  and  pen- 
sion funds,  which  were  subtracted  earlier  from  personal  income  and 
must,  therefore,  be  added  back. 

5.  A  number  of  miscellaneous  incomes  such  as  prizes,  rewards, 
alimony,  sweepstakes  winnings,  gambling  profits,  recoveries  of  bad 
debts,  and  reimbursement  of  medical  expense  deductions  in  previous 
years  are  included  in  adjusted  gross  income  but  not  in  personal  income 
These  items  amounted  to  $1  billion. 

6.  Deductions  for  depletion  and  for  net  operating  loss  carryovers 
are  not  made  in  the  personal  income  figures  but  are  allowable  for 
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income  tax  purposes.  Data  on  the  amounts  involved  are  not  avail- 
able for  recent  years  but  it  is  likely  that  they  totaled  about  $0.5 
billion. 

The  $12.9  billion  included  in  these  items  (net  after  the  deductions 
for  depletion  and  loss  carryovers)  must  be  added  back  to  the  $295.8 
billion  previously  obtained  for  the  portion  of  personal  income  in- 
cluded m  adjusted  gross  income.  The  sum  of  these  two  figures, 
$308.7  billion,  gives  an  estimate  of  total  adjusted  gross  income  in 
1957,  including  the  income  of  persons  who  did  not  file  returns. 

Table  2  compares  total  personal  income  and  adjusted  gross  income 
for  the  years  1939  through  1957.  (The  adjusted  gross  income  figures 
in  this  table  were  derived  from  personal  income  by  the  procedure 
summarized  in  table  1  for  1957.)  The  relationship  between  personal 
income  and  adjusted  gross  income  has  been  fairly  stable  over  these 
years,  except  during  World  War  II.  The  maximum  difference  be- 
tween the  two  aggregates  in  relative  terms  occurred  in  1944  and  1945, 
when  a  substantial  portion  of  personal  income  was  received  by  mem- 
bers of  the  Armed  Forces  in  the  form  of  nontaxable  pay  and  allow- 
ances. In  the  postwar  years,  the  difference  between  personal  income 
and  adjusted  gross  income  has  been  on  the  order  of  11  or  12  percent 
of  personal  income. 

If  all  income  recipients  were  required  to  file  returns  and  if  every- 
body reported  his  income  accurately,  the  total  of  adjusted  gross  in- 
come on  tax  returns  should  correspond  closely  to  the  amounts  shown 
in  table  2.  Since  neither  of  these  conditions  holds,  adjusted  gross 
incomes  reported  on  tax  returns  are  lower  than  the  aggregate  for  all 
income  recipients.  As  table  3  indicates,  this  gap  has  been  declining 
as  a  percentage  of  total  adjusted  gross  income  since  1939.  In  that 
year,  61  percent  of  total  adjusted  gross  income  was  not  reported  on 
Federal  tax  returns ;  by  1957,  the  figure  was  clown  to  9  percent.  The 
decline  was  very  sharp  during  the  World  War  II  years,  when 
exemptions  and  filing  requirements  were  lowered  drastically,  but  it 
has  continued — although  at  a  slower  rate — throughout  the  1950's  as 
the  rise  in  incomes  pushed  more  and  more  people  above  the  filing 
requirement  levels. 

In  1957,  the  gross  difference  between  personal  income  and  adjusted 
gross  income  reported  on  tax  returns  was  $70.3  billion.  As  tables 
2  and  3  show,  $41.9  billion  of  this  difference,  or  almost  60  percent,  is 
explained  by  conceptual  differences  and  only  $28.4  billion  does  not 
appear  on  tax  returns.  But  this  $28.4  billion  cannot  be  regarded  as 
a  measure  of  underreporting.  Included  in  this  figure  is  the  income 
received  by  persons  with  incomes  below  $600  who  are  not  required  to 
file  returns,  the  exact  amount  of  which  is  unknown.  Moreover,  there 
must  be  a  large  number  of  nontaxable  individuals  in  such  low-paid 
occupations  as  domestic  service  and  farming  who  do  not  bother  to 
file  even  though  the  law  requires  them  to  do  so.  Considering  the 
large  magnitudes  we  are  dealing  with,  the  portion  of  the  gap  that 
remains  unexplained  is  relatively  small.  There  is,  of  course,  evidence 
of  underreporting  (see  the  discussion  of  compliance  and  administra- 
tion in  sec.  III-E  below) ,  but  the  amount  involved  cannot  be  estimated 
from  national  income  totals. 
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Table  2. — Comparison  of  personal  income  and  adjusted  gross  income,  19S9-57 

[Dollar  amounts  In  billions] 


Personal 
income 

Adjusted 
gross  in- 
come ' 

Difference 

Year 

Amount 

Percent  of 
personal 
Income 

1939         - 

$72.9 
78.7 
96.3 
123.5 
151.4 
165.7 
171.2 
179.3 
191.6 
210.4 
208.3 
228.  5 
256.  7 
273.1 
288.3 
289.8 
310.2 
332.9 
350.6 

$63.7 
69.3 
84.8 
106.9 
128.8 
137.1 
139.6 
156.1 
171.3 
185.2 
185.2 
202.1 
229.0 
241.8 
256.5 
255.8 
276.2 
297.3 
308.7 

$9.2 
9.4 
11.6 
16.6 
22.6 
28.6 
31.6 
23.2 
20.3 
25.2 
23.1 
26.4 
27.7 
31.3 
31.8 
34.0 
34.0 
35.6 
41.9 

13 
12 
12 

1940                                                        

1941 -- 

1942                                   - 

13 

1943                                                                -  - 

15 

17 
18 

1944               --     

1945                                                   

1946 

13 

1947                                -  - 

11 

1948 

12 

1949              

11 

1950                                                           .- 

12 

1951  -       

11 

1952                                 - -  -          

11 

1953 

11 

1954      -            

12 

1955                                              ... _ 

11 

1956 

11 

1967                                   .. -  -  -  - 

12 

1  Includes  adjusted  gross  income  of  persons  not  filing  tax  returns.    For  method  of  estimation,  see  table  1. 

Table  3. — Comparison  of  total  adjusted  gross  income  and  adjusted  gross  income 
reported  on  Federal  individual  income  tax  returns,  1939-57 

[Dollar  amounts  in  billions] 


Adjusted  gross  income 

Difference 

Year 

Total 

Reported 

on  tax 
returns  i 

Amount 

Percent 
of  total 

1939 

$63.7 
69.3 
84.8 
106  9 
128.8 
137.1 
139.6 
156.1 
171.3 
185.  2 
185.2 
202.1 
229.0 
241.8 
256.  5 
255.  8 
276.2 
297.  3 
308.7 

$25.2 
39.4 
62.5 
84.9 
105.  7 
116.5 
120.1 
134.1 
149.7 
163.  5 
160.6 
179.1 
202.3 
215.3 
228.7 
229.2 
248.5 
267.7 
280.3 

$38.  5 
29.9 
22.3 
22.0 
23.1 
20.6 
19.5 
22.0 
21.6 
21.7 
24.6 
23.0 
26.7 
26.6 
27.8 
26.6 
27.7 
29.6 
28.4 

61 

1940 

43 

1941                 ...          . -.  - - 

26 

1942 

20 

1943 

18 

1944 

1945- 

1946      . 

15 
14 
14 

1947                                                         --  -- - 

13 

1948 

12 

1949  - 

13 

1950                                              --       

11 

1951 

12 

1952 

11 

1953                   -            -                 

11 

19.54 

10 

1955 

10 

19.56                                                     

10 

1957 

g 

»  The  concept  of  adjusted  cross  income  was  adopted  in  1944.  For  prior  years,  the  estimates  were  derived 
from  the  definitions  of  taxable  income  then  in  effect.  Data  obtained  from  "Statistics  of  Income,  Individual 
Income  Tax  Returns." 

n.   THE   TAX   BASE 

The  figures  discussed  so  far  are  aggregates  of  incomes  received  by 
individuals  and  must  be  refined  further  to  arrive  at  taxable  income, 
or  the  tax  base.  The  steps  in  the  derivation  of  the  tax  base  for  the 
years  1946  through  1957  are  shown  in  table  4.     In  1957,  as  previously 
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indicated,  adjusted  gross  incomes  totaled  $308.7  billion  and,  of  this 
amount,  $280.3  billion  was  reported  on  individual  income  tax  returns. 
Nontaxable  individuals  reported  $18.2  billion,  v^hile  those  who  were 
taxable  reported  $262.2  billion.  The  personal  exemptions  of  taxable 
individuals  amounted  to  $76.8  billion  and  their  deductions  amounted 
to  $36.2  billion.  Subtracting  these  two  items  from  their  adjusted 
gross  income  leaves  $149.2  billion  as  their  taxable  income.  To  this 
must  be  added  the  small  amount  of  taxable  income,  $0.2  billion,  re- 
ported by  individuals  whose  tax  liabilities  were  wiped  out  by  the  divi- 
dend and  retirement  income  credits.  Thus,  the  tax  base  amounted  to 
$149.4  billion  in  1957.  (According  to  recent  Treasury  estimates,  an 
additional  $5.5  billion  may  be  disclosed  by  later  audits,  but  such  data 
are  not  available  for  past  years.  Hence,  the  analysis  is  confined  to  the 
tax  base  as  reported  by  individuals  on  their  returns.) 

Table  5  traces  the  changes  in  the  tax  base  since  the  beginning  of 
World  War  11.  In  1939,  only  $7.2  billion  or  about  10  percent  of  per- 
sonal income  was  actually  subject  to  tax;  by  1947,  the  tax  base  had 
multiplied  10  times,  and  rose  to  39  percent  of  adjusted  gross  income. 
In  the  succeeding  10  years,  it  doubled  and  rose  to  43  percent  of  personal 
income.  The  spectacular  increase  in  the  tax  base  was  caused  by  the 
two  factors  mentioned  earlier,  namely,  the  very  substantial  reductions 
in  the  personal  exemptions  and  the  shift  upward  in  incomes  due  to 
increases  in  production  and  prices.  The  rise  in  the  percentage  of 
personal  income  that  appears  in  the  tax  base  was  interrupted  only 
when  nontaxable  pay  was  very  large  (1944  and  1945),  when  exemp- 
tions were  increased  (1948)  and  when  nontaxable  transfer  payments 
increased  during  recession  years  (1949  and  1954) . 

Table  4. — Derivation  of  the  individual  income  tax  dase,  1946-57 

[Billions  of  dollars] 


Equals 

Deduct 

Equals 

Add 

Deduct 

adjusted 

adjusted 

adjusted 

Deduct 

Deduct 

Equals 

taxable 

Equals 

Total 

non- 

gross 

gross 

gross 

exemp- 

deduc- 

taxable 

Income 

total 

Year 

adjusted 

reported 

uicome 

income 

income 

tions  on 

tions  on 

mcome 

of  non- 

taxable 

press 

adjusted 

reported 

reported 

reported 

taxable 

taxable 

of  taxa- 

taxable 

income 

income 

press 

on  indi- 

on non- 

on 

returns 

returns 

ble  indi- 

indi- 

of indi- 

Income 

vidual 
returns 

taxable 
returns 

taxable 
returns 

viduals 

viduals' 

viduals 

1946 

156. 1 
171.3 

185.2 
185.  2 
202.1 
229.0 
241.8 

22.0 
21.6 
21.7 
24.6 
23.0 
26.7 
26.5 

134. 1 
149.7 
163.  5 
160.6 
179.1 
202.3 
215.3 

16.0 
14.4 
21.5 
22.0 
20.6 
19.1 
18.7 

118.0 
135.3 
142.1 
138.6 
158.  5 
1S3.2 
196.6 

39.6 
44.3 
50.9 
50.1 
55.  2 
61.4 
64.5 

13.2 
15.6 
16.5 
16.8 
19.0 
22.4 
24.6 

62.3 

75.4 
74.7 
71.6 
84.3 
99.4 
107.5 

62.3 

1947 

75  4 

1918 

74.7 

1949 

71.6 

1950 

84  3 

1951 

99.4 

19r)2 

107.  5 

1953 

256.5 

27.8 

228.7 

IS.  2 

210.  5 

67.9 

26.9 

115.7 

115.7 

1954 

255.  8 

26.6 

229.2 

19.6 

209.7 

67.0 

27.5 

115.2 

0.1 

11.5.3 

1955 

276.2 

27.7 

248.  5 

18.9 

229.6 

71.2 

30.5 

127.9 

.1 

128.0 

1956 

297.3 

29.6 

267.7 

18.2 

249.6 

74.7 

33.5 

141.4 

.1 

141.5 

1957 

308.7 

28.4 

280.3 

18.2 

262.2 

76.8 

36.2 

149.2 

.2 

149.4 

1  Taxable  income  of  persons  whose  tax  liability  was  completely  offset  by  tax  credits. 

Note.— Taxable  Income  includes  capital  gains  subject  to  alternative  tax,  and  excludes  taxable  Income  of 
fiduciaries.    Figures  are  rounded  and  may  not  necessarily  add  to  totals. 

Sources:  Total  adjusted  gross  income  from  table  2;  other  data  from  "Statistics  of  Income,  Individual 
Income  Tax  Returns'" 
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Table  5. — Comparison  of  personal  income  and  taxable  income,  1939-57 

[Dollar  amounts  in  billions] 


Personal 
income 

Taxable  income 

Year 

Personal 
income 

Taxable  Income 

Year 

Amount 

Percent 
of  per- 
sonal 

income 

Amount 

Percent 
of  per- 
sonal 

incomo 

1939 

$72.9 
78.7 
96.3 
123.5 
151.4 
165.7 
171.2 
179.3 
191.6 
210.4 

$7.2 
10.7 
23.3 
36.1 
50.1 
55.3 
57.1 
65.3 
75.4 
74.7 

10 
14 
24 
29 
33 
33 
33 
36 
39 
36 

1949                 _    -      . 

$208. 3 
228.5 
256.7 
273.1 
288.3 
289.8 
310.2 
332.9 
350.6 

$71.6 
84.3 
99.4 
107.5 
115.7 
115.3 
128.0 
141.5 
149.4 

34 

1940    .  

1950   -    

37 

1941 

1951        _._    

39 

1942 

1952 

39 

1943 

19.53 

40 

1944 

1954     ----- 

40 

1945-._    

1955 

41 

1946 

1956 

1957        --    -    

43 

1947 

43 

1948 

Note.— Taxable  income  includes  capital  gains  subject  to  alternative  tax  ,and  excludes  taxable  income  of 

fiduciaries. 

As  table  4  indicates,  four  factors  account  for  the  difference  between 
adjusted  gross  income  and  taxable  income:  (1)  The  income  not  re- 
ported on  tax  returns;  (2)  the  income  reported  by  nontaxable  in- 
dividuals; (3)  the  personal  exemptions  of  taxpayers;  and  (4)  the 
personal  deductions  of  taxpayers.  The  sum  of  the  incomes  not  re- 
ported and  of  the  incomes  reported  by  those  who  were  not  taxable 
has  increased  only  slightly  since  1948,  when  the  present  $600  per 
capita  exemptions  and  filing  requirement  were  adopted.  Conse- 
quently, practically  the  entire  1948-57  increase  in  adjusted  gross  in- 
come has  appeared  in  the  tax  returns  of  taxable  individuals,  and  the 
portion  of  the  increase  that  did  not  go  into  the  tax  base  can  be  ex- 
plained almost  entirely  by  the  increases  in  personal  exemptions  and 
deductions  of  taxpayers. 

Taking  the  period  1948-57  as  a  whole,  the  relationship  between  the 
increase  in  total  adjusted  income  and  the  increase  in  the  tax  base  was 
as  follows : 


Derivation  of  the  tax  base 

Increase, 
1948-57 
(billions) 

Percent 
distribution 

Total  adjusted  gross  income 

$123.  5 

100 

Income  not  reported  on  tax  returns  and  reported  by  individuals  who  were 
not  taxable 

3.4 

2.5.9 

19.7 

174.5 

3 

21 

Personal  deductions  on  taxable  returns              -                            -              

16 

Tax  base 

GO 

1  Does  not  include  $200,000,000  of  taxable  income  on  nontaxable  returns. 

On  the  average,  3  percent  of  the  increase  in  income  between  1948 
and  1957  was  either  not  reported  on  tax  returns  or  was  received  by 
persons  who  were  not  taxable,  21  percent  was  accounted  for  by  exemp- 
tions, and  16  percent  by  deductions,  leaving  60  percent  in  the  tax  base. 
Or,  stated  somewhat  differently,  $6  billion  out  of  every  $10  billion  in- 
crease in  adjusted  gross  income  went  into  the  tax  base.  And,  since 
adjusted  gross  income  was  11-12  percent  lower  than  personal  income 
(see  table  2),  almost  $5.5  billion  out  of  every  $10  billion  increase  in 
personal  income  appeared  in  the  tax  base, 
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ni.   MAJOR  ERODING  FEATURES  OF  THE  INDIVIDUAL  INCOME  TAX 

In  the  preceding  sections,  we  were  concerned  only  with  the  basic 
magnitudes  of  the  individual  income  tax.  We  are  now  in  a  position 
to  assess  the  importance  of  the  eroding  features  of  the  present  struc- 
ture. 

To  determine  the  extent  of  erosion,  we  must  first  have  some  notion 
as  to  what  the  tax  system  ought  to  be.  Since  this  is  to  a  large  extent 
a  matter  of  equity,  and  since  equity  judgments  are  highly  personal, 
no  single  standard  will  meet  everybodj^'s  approval.  Economists  have 
defined  the  term  "income"  as  consumption  plus  (or  minus)  the  net 
increase  (or  decrease)  in  value  of  an  individual's  assets -during  the 
taxable  period.  I  propose  to  use  this  definition  with  two  modifica- 
tions :  First,  capital  gains  will  be  included  in  income  when  realized  or 
when  transferred  to  others  through  gifts  or  bequests;  second,  gifts  and 
inheritances  are  to  be  excluded  from  income.  The  first  of  these 
modifications  is  made  because  it  is  probably  impractical  to  include 
capital  gains  in  income  until  they  are  realized  or  transferred.  The 
second  accepts  the  present  status  of  estate  and  gift  taxation  as  sepa- 
rate from  income  taxation.  As  a  working  approximation,  this  con- 
cept of  income  is  equivalent  to  gross  receipts  in  cash  and  in  kind  (other 
than  gifts  and  inheritances)  received  by  the  taxpayer  during  the 
taxable  period  less  the  expenses  necessary  for  the  production  of  such 
receipts,  plus  the  net  rental  value  of  owner-occupied  homes  and  net 
capital  gains  transferred  at  gift  or  death.  Extremely  difficult  ques- 
tions arise  in  determining  "necessary  expenses,"  but  these  and  other 
technical  issues  relating  to  the  definition  of  business  income  are  outside 
the  scope  of  this  paper. 

A.  Exclusions  and  tax  credits 

We  begin  with  the  portion  of  personal  income  not  included  in  ad- 
justed gross  income,  which  in  1957  amoimted  to  $54.8  billion  (table  1) . 
If  the  accounting  rules  in  the  national  income  accounts  were  accepted 
for  tax  purposes,  our  comprehensive  definition  of  income  would  auto- 
matically include  practically  the  entire  $54.8  billion  in  the  adjusted 
gross  income  of  individuals.  Only  the  property  income  of  nonprofit 
organizations  and  fiduciary  income  not  distributed  to  individuals, 
which  together  amounted  to  $1,6  billion,  would  be  omitted.  (The 
latter  item  is,  of  course,  subject  to  the  income  tax  on  fiduciaries.) 
If  the  tax  accounting  rules  were  to  remain  unchanged,  the  $0.5  bil- 
lion for  differences  in  the  treatment  of  inventories  would  also  be 
omitted.  On  the  other  hand,  the  comprehensive  definition  of  income 
would  include  certain  items  not  now  included  either  in  adjusted  gross 
income  or  in  personal  income  (in  particular,  50  percent  of  net  realized 
long-term  capital  gains  and  capital  gains  transferred  at  gift  or  death) . 
These  amounted  to  an  estimated  total  of  $11.2  billion.  In  total,  the 
comprehensive  definition  would  have  raised  total  adjusted  gross  income 
in  1957  by  $63.9  billion. 

This  estimate  overstates  the  amount  of  income  that  could  be  added 
to  the  tax  base,  for  two  reasons.  In  the  first  place,  a  large  proportion 
of  the  $63.9  billion  is  received  by  persons  who  would  not  be  taxable 
even  under  the  comprehensive  definition  of  income.  Second,  it  is 
probably  impractical  to  tax  many  of  the  incomes  received  in  kind  and 
most  of  the  imputed  interest  included  in  personal  income.     (It  is  of 


25 


REVISION   OF  THE   FEDERAL   INCOME  TAX   UWS 


interest  to  note,  however,  that  the  imputed  interest  for  the  services  of 
banks  and  other  financial  intermediaries  would  be  taxable  to  individ- 
uals if  they  received  interest  on  all  their  deposits  and  then  paid  for 
the  services.  Tliis  is,  in  fact,  the  rationale  of  the  present  treatment 
of  this  type  of  income  in  the  national  income  accounts.)  In  the  fol- 
lowing discussion,  we  summarize  the  major  exclusions,  explain  their 
origin  and  rationale,  and  build  up  an  estimate,  item  by  item,  of  the 
approximate  amounts  of  income  that  could  be  added  to  the  tax  base 
without  involving  extraordinarily  difficult  problems  of  compliance  and 
administration.  We  include  the  tax  credits  in  this  discussion,  since 
they  are  closely  associated  with  a  number  of  the  statutory  exclusions. 
It  may  be  noted  that  the  estimates  were  drawn  up  on  the  basis  of  very 
conservative  assumptions  to  avoid  exaggerating  the  revenue  poten- 
tialities of  a  comprehensively  defined  income  tax  base. 

1.  Transfer  payments  and  wage  supplements  of  loio-income  em- 
ployees.— The  largest  single  category  of  exclusions  includes  receipts 
that  are  in  the  nature  of  transfer  payments  and  wage  supplements. 
Some  of  these  payments  arise  out  of  social  insurance  and  relief  pro- 
grams enacted  during  the  1930's  to  alleviate  personal  hardship  from 
unemployment,  siclmess,  and  old  age.  Since  the  recipients  were  in 
general  unable  to  pay  taxes  and  were,  in  any  case,  not  subject  to  tax 
under  the  relatively  high  personal  exemptions  in  effect  at  the  time, 
the  exclusion  of  these  payments  did  not  create  any  substantial  in- 
equities. The  conversion  of  the  income  tax  to  a  mass  tax  during  the 
war  by  the  reduction  of  exemptions,  the  increases  in  the  average 
amounts  paid,  and  the  gradual  expansion  of  the  programs  to  include 
individuals  who  are  not  necessarily  in  dire  straits  have  altered  the 
situation  completely.  Eecipients  of  such  supplements  and  transfer 
payments  are  frequently  much  better  off  than  their  neighbors  who 
cannot  exclude  any  portion  of  their  incomes  in  computing  their  tax 
liabilities.  New  concessions  are  introduced  periodically  into  the 
Internal  Revenue  Code  to  correct  inequalities  arising  from  actions 
taken  when  these  tax  benefits  were  of  negligible  importance,  the  most 
recent  example  being  the  retirement  income  credit. 

The  war  and  postwar  emergency  conditions  have  also  left  a  legacy 
of  exclusions.  Military  personnel  and  veterans  receive  numerous 
nontaxable  benefits  primarily  because  it  seemed  unfair  to  tax  those 
who  risked  their  lives  in  the  national  interest.  These  payments  are 
in  fact  part  of  a  serviceman's  remuneration,  but  their  value  depends 
on  the  recipient's  other  incomes.  Although  an  adequate  salary  scale 
is  necessary  to  attract  qualified  personnel  into  the  Armed  Forces,  the 
use  of  tax  exemption  is  hardly  the  appropriate  method  of  accomplish- 
ing this  objective.  Like  the  exclusions  for  social  insurance  benefits, 
these  have  also  been  cited  as  precedents  for  concessions  that  have 
further  eroded  the  tax  base. 

The  exclusions  traceable  to  depression  or  wartime  conditions  in- 
clude the  following:  (1)  Old-age  and  survivors  and  railroad  retire- 
ment insurance  benefits  and  disability  benefits;  (2)  public  assistance 
payments;  (3)  unemployment  compensation;  (4)  workmen's  com- 
pensation; (5)  military  retirement  and  disability  benefits;  (6)  non- 
taxable cash  military  pay  and  allowances;  (7)  mustering-out  pay- 
ments to  members  of  the  Armed  Forces;  (8)  veterans'  pensions;  and 
(9)  readjustment  of  subsistence  allowances  to  veterans.    The  retire- 
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merit  income  credit  should  be  added  to  this  list,  since  it  was  enacted 
in  an  attempt  to  equalize  the  tax  treatment  of  incomes  received  from 
assets  set  aside  privately  for  retirement  and  social-security  benefits. 
Similarly,  the  exclusion  of  payments  of  less  than  $100  per  week  under 
wage  continuation  plans  during  an  employee's  illness  was  deemed 
necessary  to  equalize  the  treatment  of  payments  under  private  and 
State  approved  plans.  The  exclusions  in  this  list  amounted  to  $19.9 
billion  in  1957,  and  we  assume  that  only  half,  or  $9.9  billion,  would 
have  appeared  in  the  tax  base  had  they  been  taxable.  If  these  ex- 
clusions had  been  eliminated,  the  revenue  loss  of  $100  million  from 
the  retirement  income  credit  could  also  have  been  avoided. 

It  may  be  argued  that  it  would  be  unfair  to  include  transfer  pay- 
ments in  adjusted  gross  income  unless  they  were  increased  to  pay  for 
the  additional  tax  burden  imposed  on  the  recipients.  This  would 
be  a  valid  objection  if  the  income  tax  were  levied  without  exemptions. 
However,  the  exemptions  would  prevent  the  imposition  of  tax  on 
those  who  cannot  afford  to  pay  by  the  standards  in  today's  income 
tax  structure.  If  the  exemptions  are  considered  too  low,  it  would  be 
more  equitable  to  discontinue  the  exclusions  for  transfer  payments 
and  to  raise  the  exemptions  for  all  taxpayers.  Under  present  cir- 
cumstances, individuals  receiving  transfer  payments  often  have  sub- 
stantially higher  effective  exemptions  than  other  taxpayers  with  equal 
incomes  received  entirely  from  taxable  sources. 

An  adjustment  of  the  Internal  Revenue  Code  would  be  required, 
however,  to  prevent  double  taxation  of  contributions  made  by  indi- 
viduals during  their  working  lives  to  the  OASI  and  railroad  retire- 
ment programs.  This  could  be  done  by  applying  the  annuity  rule 
now  in  the  code,  under  which  an  annuitant  or  pensioner  recovers  the 
value  of  this  investment  tax  free  during  the  period  of  his  average  life 
expectancy.  The  compliance  problem  would  be  extraordinarily  great 
for  most  beneficiaries  of  the  social  insurance  programs,  if  they  were 
required  to  make  the  necessary  computations;  but  the  burden  can  be 
assumed  by  the  agencies  making  the  payments.  Insurance  companies 
now  make  similar  computations  for  their  annuitants  and  Government 
agencies  might  be  expected  to  do  the  same.  Total  benefits  paid  by 
the  social  insurance  systems  are  already  large  and  they  will  mount 
very  rapidly  during  the  coming  decades  as  the  systems  mature  and 
as  the  population  ages.  Elimination  of  the  exclusions  for  social  in- 
surance benefits  and  of  the  credit  for  retirement  income  would,  there- 
fore, prevent  the  very  substantial  shift  in  the  tax  burden  to  the 
younger  groups,  which  is  inevitable  under  the  present  tax  system. 

2.  Imputed  rent  of  owner- occupied  homes. — Homeowners  receive 
extremely  favorable  treatment  under  the  present  tax  law  as  compared 
with  renters.  This  may  be  illustrated  by  ih%  following  example  cited 
by  Vickrey  in  his  "Agenda  for  Progressive  Taxation"  (p.  18)  :  "A 
may  rent  his  home  with  the  $800  he  gets  from  $20,000  worth  of  secu- 
rities, while  D  sells  $10,000  of  securities  and  buys  a  similar  home  with 
the  proceeds,  using  the  $400  income  from  the  remaining  securities  to 
pay  taxes  and  maintenance  costs  and  to  set  aside  against  the  deprecia- 
tion of  property.  With  no  tax,  A  and  D  are  in  the  same  position  eco- 
nomically, but  under  the  Federal  law  not  only  does  D  have  only  $400 
to  report  as  income  as  compared  with  A's  $800,  but  from  the  $400  D 
will  be  able  to  deduct  that  part  used  to  pay  property  and  other  taxes 
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on  the  home."  Elimination  of  personal  deductions  for  mortgage  in- 
terest and  taxes  on  owner-occupied  residences  would  not  be  sufficient 
to  remove  this  discrimination  against  those  who  rent.  (See  the  dis- 
cussion of  these  items  in  the  section  C  below.)  The  fact  that  the  net 
imputed  return  on  the  investment  in  a  home  is  ignored  in  computing 
adjusted  gross  income  would  still  put  the  homeowner  in  a  much  better 
position  tax  wise  than  the  renter. 

The  compliance  and  administrative  problems  of  taxing  the  imputed 
rental  income  of  owner-occupied  homes  are  undoubtedly  difficult.  Yet 
this  exclusion  impairs  the  equity  of  the  income  tax  to  a  substantial 
degree,  since  homeownership  increases  with  income.  In  m.ost  coun- 
tries, rental  income  is  imputed  to  homeowners  as  taxable  income.  In 
view  of  this  widespread  experience  abroad,  the  practical  problems 
should  not  be  insurmountable  in  this  countrj^  (It  may  be  noted  that 
consumers  own  other  assets  besides  homes  that  yield  them  valuable 
services.  Theoretically,  these  services  should  be  taken  into  account  in 
a  comprehensive  definition  of  income,  but  it  would  be  impossible  as 
a  practical  matter  to  impute  incomes  for  tax  purposes  on  assets  other 
than  homes.) 

Ideally,  the  best  method  of  calculating  imputed  net  rent  would  be 
to  estimate  the  gross  rental  value  of  the  owner-occupied  home  on  the 
basis  of  actual  rentals  paid  on  similar  properties  nearby  and  to  permit 
the  taxpayer  to  deduct  taxes,  interest,  the  cost  of  repairs  and  main- 
tenance and  depreciation.  However,  rental  values  are  difficult  to 
determine ;  in  addition,  outlays  for  permanent  additions  to  residences 
are  hard  to  distinguish  from  outlays  for  repairs  and  maintenance. 
Two  alternative  methods  would  be  less  exact,  but  much  easier  to 
administer.  The  first  is  to  impute  a  modest  rate  of  return  to  the  home- 
owner on  the  basis  of  his  net  equity ;  the  second  is  to  impute  a  return 
on  the  entire  value  of  the  house  and  to  permit  the  taxpayer  to  deduct 
interest  on  his  mortgage.  If  a  serious  effort  were  made  to  include  im- 
puted rent  in  adjusted  gross  income,  these  and  other  methods  would 
need  to  be  studied  carefully. 

In  1957,  owner-occupied  dwellings  produced  net  rents  of  $6.4  billion 
for  their  owners.  If  it  is  assumed  that  25  percent  of  these  rents  were 
received  by  homeowners  who  are  not  taxable,  the  addition  to  the 
tax  base  from  this  source  would  have  been  about  $4.8  billion. 

3.  Property  incomes. — The  exclusions  and  credits  granted  to  recip- 
ients of  property  income  are  in  some  cases  smaller  in  total  magnitude 
than  those  previously  discussed,  because  property  incomes  are  a  small 
proportion  of  total  income.  However,  the  tax  benefits  are  sizable  in  the 
higher  income  classes  where  property  incomes  are  concentrated. 
Complete  exemption  is  accorded  to  the  interest  on  savings  invested 
in  life  insurance  and  to  interest  on  State  and  local  government  bonds ; 
long-term  capital  gains  are  taxed  at  rates  varying  between  a  half 
and  a  quarter  of  the  ordinary  rates  if  they  are  realized  and  are  exempt 
if  retained  until  death ;  the  dividend  credit  reduces  the  marginal  rate 
on  dividends  by  four  percentage  points ;  and  owners  of  mineral  prop- 
erties are  granted  liberal  depletion  allowances  and  the  privilege  of 
immediately  writing  off  expenditures  for  exploration  and  development 
of  new  properties. 

Interest  on  life  insurance  savings. — The  tax  exemption  accorded  to 
savings  invested  by  individuals  in  life  insurance  results  from  the  fact 
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that  interest  accumulated  on  policy  reserves  is  not  taxable  to  the  pol- 
icyholder, while  at  the  same  time  the  insurance  proceeds  are  not  tax- 
able to  the  beneficiaries  after  the  death  of  the  insured.  This  income 
could  be  taxed  by  includino^  in  taxable  income  the  portion  of  the  annual 
increases  in  the  cash  surrender  value  of  life  insurance  policies  that 
reflects  interest  earned  on  past  savings.  Since  taxpayers  would  be 
likely  to  underreport  this  type  of  income  very  substantially  if  it  were 
made  subject  to  tax— just  as  they  underreport  interest  receipts  that  are 
currently  taxable — it  would  be  necessary  to  withhold  the  tax  at  the 
source  in  order  to  avoid  wholesale  noncompliance. 

Interest  on  life  insurance  savings  amounted  to  at  least  $1.6  billion 
in  1957 ;  assuming  one-third  would  not  have  been  taxable  in  any  event, 
the  tax  base  could  have  been  increased  by  $1.1  billion  by  taxing  such 
interest. 

Tax-exempt  interest. — Individuals  received  almost  $600  million  of 
tax-exempt  interest  from  State  and  local  government  securities  in 
1957,  and  the  amount-  is  likely  to  increase  sharply  in  future  years  as 
the  States  and  municipalities  continue  to  increase  their  construction 
programs.  A  major  impediment  to  the  taxation  of  interest  on  secu- 
rities issued  by  these  units  of  government  has  been  the  fear  that  the 
increased  debt  service  costs  will  be  too  burdensome.  This  fear  may 
be  justified  under  present  high  tax  rates,  but  the  problem  would  be 
much  less  serious  if  the  top  marginal  rates  were  lower.  From  an 
overall  economic  standpoint,  tlie  removal  of  the  present  incentives  of 
high  income  taxpayers  to  invest  in  tax-exempt  securities  might  be 
well  worth  the  additional  costs  that  would  be  incurred  by  State  and 
local  taxpayers. 

Realized  capital  gains. — Our  comprehensive  definition  of  income 
would  require  taxation  of  realized  long-term  capital  gains  in  full  at 
ordinary  rates.  At  the  present  time,  taxpayers  exclude  half  of  their 
net  realized  long-term  gains  from  adjusted  gross  income;  but  the  tax 
on  these  gains  is  limited  to  a  maximum  of  25  percent.  The  prefer- 
ential treatment  of  long-term  capital  gains  has  been  justified  on  two 
grounds ;  first,  that  full  taxation  of  gains  accrued  over  a  long  period 
of  time  in  the  year  of  realization  would  be  inequitable  and,  second,  that 
full  taxation  of  gains  would  discourage  transfers  of  assets.  The  first 
problem  can  be  handled  by  an  averaging  system.  But  even  if  the 
marginal  rates  were  reduced  substantially,  the  tax  might  still  dis- 
courage transfers  of  assets  if  long-term  gains  were  taxed  as  ordinary 
income.  This  effect  could  be  reduced  by  {a)  taxing  unrealized  capital 
gains  on  assets  transferred  by  gift  or  death  so  that  there  would  be  no 
incentive  to  hold  onto  the  gains  indefinitely;  and  (b)  allowing  full 
carryovers  for  capital  losses  which  cannot  be  offset  against  gains  and  a 
reasonable  amount  of  ordinary  income.  Elimination  of  the  tremen- 
dous tax  advantage  of  holding  assets  for  at  least  6  months  would  also 
tend  to  encourage  asset  transfers. 

There  is  no  basis  for  judging  whether  this  combination  of  revisions 
will  produce  more  or  less  capital  mobility  than  the  present  capital 
gains  structure.  It  would,  however,  halt  attempts  of  taxpayers  to  con- 
vert ordinary  incomes  into  capital  gains  or  to  obtain  coverage  for 
such  income  under  the  capital  gains  umbrella  through  legislation.  It 
would  also  automatically  eliminate  the  preferential  treatment  now 
accorded  to  such  diverse  types  of  ordinary  incomes  as  coal  royalties, 
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patent  royalties,  the  value  of  stock  options,  and  profits  from  the  sale 
of  timber,  livestock,  and  unharvested  crops. 

Net  realized  capital  ^ains  excluded  from  adjusted  gross  income  on 
all  returns  filed  in  1957  was  $4  billion.  Of  this  amount,  $3.7  billion 
was  reported  on  taxable  returns  and  would  therefore  have  been  added 
to  the  tax  base  if  these  gains  had  been  taxed  as  ordinary  income. 

Unrealized  capital  gains  transferred  by  gift  or  at  death. — The  omis- 
sion of  capital  gains  transferred  by  gift  or  at  death  is  a  byproduct  of 
the  use  of  the  realization  principle  in  the  tax  law.  Actually,  this 
omission  acts  as  a  great  deterrent  to  transfers  of  assets,  since  tax- 
payers are  encouraged  to  retain  assets  on  which  large  gains  have  been 
realized  so  that  they  can  be  transferred  tax  free  by  bequest.  It  is 
also  inequitable  because  it  benefits  those  who  can  arrange  their  affairs 
to  avoid  realizing  gains.  If  these  gains  were  made  subject  to  tax, 
some  form  of  averaging  would  be  needed,  or,  as  an  alternative,  the 
gains  might  be  taxed  at  a  flat  rate  with  a  tax-free  allowance  to  all 
taxpayers  to  avoid  the  problems  of  averaging. 

According  to  a  recent  estimate  by  Steger,  gains  transferred  by  gift 
or  at  death  amounted  to  $5.5  billion  in  1949  (National  Tax  Journal, 
September  1957).  Since  asset  values  have  increased  tremendously 
from  1949  to  1957,  a  conservative  estimate  of  the  corresponding  figure 
for  1957  would  be  $7.5  billion.  On  the  assumption  that  one-third  of 
this  total  is  received  by  persons  who  would  not  be  taxable,  the  1957 
tax  base  would  have  been  increased  by  $5  billion  if  these  gains  had 
been  taxable. 

Dividend  exclusion  and  credit. — The  exclusion  and  credit  for  divi- 
dends, which  were  enacted  in  1954,  were  intended  to  mitigate  the  so- 
called  double  taxation  of  dividends.  If  double  taxation  is  regarded 
as  undesirable,  something  needs  to  be  done  about  it  in  this  case  only 
if  all  or  a  large  part  of  the  corporate  tax  is  borne  by  the  corporations 
(and  eventually  the  stockholder)  and  if  it  is  assumed  that  the  addi- 
tional tax  has  not  been  "capitalized"  through  adjustments  in  the 
value  of  corporate  assets.  Otherwise,  the  extra  burden  imposed  by 
the  corporate  tax  is  either  a  tax  on  earnings  (if  it  is  shifted  back  in  the 
form  of  lower  wages),  or  a  tax  on  consumption  (if  it  is  shifted  for- 
ward to  consumers  in  the  form  of  higher  prices),  or  a  tax  which  was 
borne  by  owners  of  corporate  assets  when  the  corporate  tax  reached 
its  present  level  (if  it  was  fully  capitalized) . 

The  tax  law  now  presumes  that  at  least  a  small  part  of  the  income 
tax  is  a  burden  on  the  stockholders.  A  stockholder  is  allowed  to  ex- 
clude the  first  $50  of  dividends  he  receives  from  adjusted  gross  income 
and  then  deduct  from  his  tax  4  percent  of  the  excess  over  $50.  Thus, 
an  individual  who  receives  $1,000  of  dividends  in  a  given  year,  enters 
$950  of  this  amount  in  adjusted  gross  income  and  deducts  $38  (4 
percent  of  $950)  from  his  tax. 

The  pros  and  cons  of  the  controversy  over  those  provisions  have 
been  discussed  at  length  in  the  public  finance  literature  and  will  not  be 
repeated  here.  (See,  for  example,  Eichard  Goode's  "The  Corporation 
Income  Tax,"  John  Wiley  &  Sons,  New  York,  1951 ;  and  Daniel  M. 
Holland's  "The  Income  Tax  Burden  on  Stockholders,"  National  Bu- 
reau  of  Economic  Research,  New  York,  1958. )  It  is  obvious,  however, 
that,  in  their  present  form  at  least,  they  satisfy  no  one.  Those  who 
believe  that  the  tax  burden  on  dividend  incomes  is  too  heavy  argue 
that  the  4-percent  credit  is  inadequate.    Those  who  accept  the  double 
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taxation  argument  and  wish  to  do  something  about  it  in  an  equitable 
manner  point  out  that  the  dividend  credit  is  defective  because  it  re- 
moves an  increasing  proportion  of  the  "double  tax"  as  incomes  in- 
crease. And  those  who  oppose  special  treatment  for  dividends  favor 
immediate  repeal  of  both  the  exclusion  and  the  credit.  Under  the 
circumstances,  reductions  in  the  marginal  rates  of  tax  would  probably 
be  more  satisfactory  to  all  sides  than  the  retention  of  the  present  pro- 
visions. Repeal  of  the  dividend  exclusion  and  credit,  along  with  other 
adjustments  in  the  tax  base  discussed  in  this  paper,  would  permit  rate 
reductions  that  would  go  much  further  in  reducing  the  tax  on  divi- 
dends than  any  other  feasible  plan  under  present  circumstances. 

Without  the  dividend  exclusion,  adjusted  gross  income  in  1957 
would  have  been  increased  by  $300  million  and  the  tax  base  would  have 
been  increased  by  $275  million.  Without  the  credit,  taxable  income 
would  have  remained  the  same  but  tax  liabilities  would  have  been 
$300  million  larger. 

Treatment  of  inco.me  from  m^inerals. — Persons  receiving  income 
from  oil  and  gas  and  other  mineral  properties  are  treated  differently 
from  other  taxpayers  in  two  respects.  First,  in  lieu  of  an  allowance  for 
depletion  based  on  the  original  cost  of  the  producing  property,  they  are 
permitted  to  deduct  a  flat  percentage  of  their  gross  income,  ranging 
from  27%  percent  for  oil  and  gas  to  5  percent  for  brick,  tile,  gravel, 
and  sand.  Second,  they  are  permitted  an  immediate  writeoff  for 
all  exploration  and  development  expenses,  in  the  case  of  oil  and  gas, 
and  up  to  $100,000  a  year  for  4  years,  in  the  case  of  other  minerals. 

This  special  treatment  is  justified  on  several  grounds  by  its  pro- 
ponents. They  argue  that  there  are  unusual  risks  in  oil  and  mineral 
exploration  and  development;  that  national  defense  requires  con- 
tinuous exploration  and  development ;  that  the  depletion  and  explora- 
tion and  development  allowances  are  needed  to  finance  new  discoveries ; 
and  that  the  present  provisions  serve  as  a  strong  impetus  for  taxpayers 
who  discover  new  sources  of  oil  and  minerals  to  operate  these  prop- 
erties rather  than  to  sell  them  for  the  preferential  capital  gains  rates. 
Critics  of  these  provisions  believe  that  they  lead  to  overinvestment 
in  the  preferred  industries  and  hence  tend  to  result  in  a  serious  mis- 
allocation  of  resources ;  that  the  risks  in  these  industries  would  be  satis- 
factorily handled  by  the  general  deductibility  of  losses ;  and  that  these 
industries  are  no  more  strategic  from  a  national  defense  standpoint 
than  many  other  industries. 

It  is  estimated  that  noncorporate  depletion  allowances  amounted  to 
at  least  $400  million  in  1957  and  that  the  deduction  for  exploration 
and  development  expenses  amounted  to  $250  million.  Assuming  80 
percent  of  the  percentage  depletion  allowances  would  have  been  elim- 
inated, and  one-third  of  the  exploration  and  development  deductions 
would  have  been  deferred  to  later  years,  if  oil  and  mining  were 
treated  like  other  industries,  and  assuming  further  that  the  number 
of  nontaxable  individuals  receiving  income  from  these  sources  is 
negligible,  both  adjusted  gross  income  and  the  tax  base  would  have 
been  $400  million  larger  in  1957.  It  would  be  unwise,  of  course,  to 
alter  these  provisions  at  the  individual  income  tax  level  without  mak- 
ing the  same  adjustments  at  the  corporate  level,  where  the  revenue 
implications  are  much  more  significant. 
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4.  Total  magnitude  of  exclusions  and  tax  credits. — In  summary, 
if  all  the  exclusions  enumerated  above  had  been  subject  to  tax,  adjusted 
gross  income  in  1957  would  have  been  increased  by  $40.8  billion,  almost 
two-thirds  of  the  $63.9  billion  which  the  definition  of  income  set  up 
earlier  as  our  standard  would  have  yielded.  The  remaining  $23.1 
billion  is  made  up  of  employer  contributions  to  private  pension  plans 
($7.2  billion),  imputed  interest  ($8.4  billion),  income  in  kind  ($4.2 
billion),  and  other  miscellaneous  items   ($3.3  billion). 

Of  these  items,  only  the  omission  of  employer  contributions  to 
private  pension  plans  constitutes  a  serious  substantive  departure  from 
the  comprehensive  definition  of  income.  This  omission  was  dictated 
by  the  fact  that  taxation  of  such  contributions  to  employees  in  the  year 
they  are  set  aside  by  employers  would  involve  difficult  practical 
problems  and  would  probably  require  basic  revisions  in  the  Nation's 
private  pension  structure.  However,  serious  consideration  needs  to 
be  given  to  this  problem,  since  the  present  tax  provisions  relating  to 
pension  arrangements  have  provoked  demands  for  special  deductions 
by  the  self-employed  and  other  employees  who  are  not  covered  by  a 
private  pension  plan.  If  these  demands  are  satisfied,  another  big  slice 
of  income  would  be  removed  from  the  tax  base. 

As  already  indicated,  not  all  of  the  income  that  would  be  added 
to  the  tax  base  by  the  comprehensive  definition  of  income  would  be 
taxable.  I  have  assumed  that  tax-exempt  interest  and  excess  deple- 
tion and  mineral  exploration  and  development  deductions  go  entirely 
to  taxable  individuals  and  that  {a)  50  percent  of  the  transfer  pay- 
ments and  wage  supplements  of  low-income  employees,  (6)  331/3  per- 
cent of  the  interest  on  life  insurance  savings  and  of  capital  gains 
transferred  by  gift  or  death,  and  {c)  25  percent  of  the  imputed  net 
rental  value  of  owner-occupied  homes  are  received  by  nontaxable  in- 
dividuals. The  portion  of  the  remaining  items  going  to  persons  who 
are  not  taxable  was  estimated  on  the  basis  of  data  reported  on  tax 
returns.  On  the  basis  of  these  conservative  assumptions,  the  $40.8 
billion  that  might  have  been  added  to  adjusted  gross  income  by  the 
comprehensive  definition  would  have  increased  the  tax  base  in  1957 
by  $25.8  billion. 

Finally,  the  elimination  of  the  tax  credits  for  retirement  income 
and  dividends  would  not  have  added  anything  to  the  tax  base,  but 
would  have  increased  the  1957  tax  yield  by  $400  million. 

B.  Personal  exemptions 

The  history  of  the  personal  exemptions  since  the  income  tax  was 
enacted  in  1913  is  summarized  in  table  6.  The  figures  show  an  un- 
mistakable trend  downward  in  the  exemptions  for  single  persons  and 
married  couples  and  an  upward  trend  in  the  exemptions  for  depend- 
ents. When  the  change  in  the  price  level  is  taken  into  account,  the 
reduction  in  exemptions  for  single  persons  and  married  couples  in  the 
last  two  decades  is  even  more  striking  and  the  increased  exemption 
for  dependents  is  converted  to  a  reduction.  In  1939,  the  exemptions 
were  $1,000  for  single  persons,  $2,500  for  married  couples,  and  $400 
for  dependents.  In  June  1959,  the  $600  exemption  for  single  persons 
and  for  a  dependent  was  worth  about  $285  in  1939  prices;  the  mar- 
ried couple's  $1,200  exemption  was  worth  only  about  $570  in  1939 
prices. 
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Table  6. — History  of  Federal  individual  income  tax  exemptions 


Year 

Single 
person 

Married 
couples 

Depend- 
ents 

Year 

Single 
person 

Married 
couples 

Depend- 
ents 

1913-16 

$3,000 
1,000 
1,000 
1,500 
1,000 

$4,000 
2,000 

1^2,  500 
3,500 
2,500 

1940    

$800 
750 
500 
500 
600 

$2,000 
1,500 
1,200 
1,000 
1,200 

$400 

1917-20 

$200 
400 
400 
400 

1941 

400 

1921-24    . - 

1942-43  2,    

350 

1925-31 

1944-47  3 

500 

1932-39    

1948  to  present  *.... 

600 

»  Between  1921  and  1923,  the  exemption  for  married  persons  was  limited  to  $2,000  if  net  income  exceeded 
$5,000. 

2  Separate  exemption  for^ictory  tax'purposes  of  $624  per  taxpayer  was  allowed  for  1943. 

3  For  1944-45,  exemptions  sliown  were  for  surtax  purposes  only;  for  normal  tax  purposes,  the  exemption 
was  a  flat  $500  per  taxpayer, 

*  Additional  exemptions  of  $600  are  allowed  to  taxpayers  and  their  spouses  on  account  of  blindness  and  for 
age  over  65. 

Personal  exemptions  are  an  important  element  of  a  progressive  tax 
system,  and  therefore  cannot  be  regarded  as  another  eroding  feature 
of  the  tax  law.  The  major  justification  for  personal  exemptions  is 
that  ability  to  pay  does  not  begin  until  income  exceeds  certain  mini- 
mum levels,  sometimes  identified  as  minimum  subsistence  and  at  other 
times  as  some  higher  level  of  living.  The  exemptions  in  effect  pro- 
vide a  zero  rate  for  that  part  of  an  individuals  income  which  is  below 
the  minimum  levels.  Apart  from  the  obvious  humanitarian  reasons, 
this  zero  rate  is  supported  on  the  ground  that  taxation  below  the 
minimum  levels  will  reduce  the  health  and  efficiency  of  the  lowest  in- 
come strata  of  the  community  and  will  eventually  result  in  lower 
economic  vitality,  less  production,  and  possibly  higher  Government 
expenditures  for  social  welfare  purposes. 

Closely  allied  to  this  view  is  the  view  that  personal  exemptions  are 
needed  as  a  substitute  for  deductions  of  essential  personal  expendi- 
tures which  are  disallowed  as  a  general  rule.  If  the  income  tax  is 
regarded  as  a  tax  on  surplus  income,  an  individual's  income  should 
be  reduced  by  the  amount  of  such  necessary  expenditures  before  tax 
is  applied.  These  expenditures  vary  among  individuals  because  of 
such  factors  as  climate,  occupation,  and  age,  and  also  because  of  indi- 
vidual differences  in  temperament.  For  practical  reasons,  therefore, 
it  is  necessary  to  make  a  blanket  allowance  for  necessary  personal 
expenditures  through  an  exemption  system. 

According  to  another  school  of  thought,  the  personal  exemptions 
cannot  be  determined  by  reference  to  some  absolute  standard  of  liv- 
ing. Some  who  hold  this  view  argue  that  the  personal  exemptions 
must  be  assessed  rather  arbitrarily,  e.g.,  that  the  objective  might  be 
to  exempt  the  lowest  third  or  quarter  of  the  income  recipients  or  to 
include  a  certain  fraction  of  total  personal  income  in  the  tax  base. 

Low  personal  exemptions  have  been  justified  on  the  ground  that  a 
broad-based  direct  tax  is  the  best  means  of  insuring  continuing  inter- 
est on  the  part  of  citizens  in  the  affairs  of  government.  Others  re- 
gard low  exemptions  as  an  alternative  to  sales  and  excise  taxes  which 
tend  to  bear  most  heavily  on  the  lowest  income  groups.  T^iey  would 
remove  sales  and  excises  from  the  tax  system  if  there  is  room  for  tax 
reduction  before  increasing  exemptions. 

It  was  formerly  argued  that  personal  exemptions  should  be  set  at 
a  relatively  high  level  for  administrative  reasons.  However,  such 
considerations  are  no  longer  as  important  as  they  were  before  with- 
holding on  wages  and  salaries  was  adopted.  Collection  at  source  has 
proved  to  be  an  efficient  method  of  tax  collection  in  the  case  of  low- 
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income  wage  earners.  From  the  administrative  standpoint  alone,  it 
is  probably  most  efficient  to  keep  exemptions  stable,  regardless  of  the 
level,  so  as  not  to  create  confusion  among  low-income  taxpayers  with 
regard  to  their  income  tax  status. 

Aside  from  setting  the  income  level  at  which  tax  begins,  the  per- 
sonal exemptions  also  make  it  possible  to  differentiate  among  families 
of  different  sizes.  Before  World  War  II  the  dependent  exemption 
was  very  low  as  compared  with  the  exemptions  for  taxpayers  and 
their  wives.  (See  table  6.)  Today  the  exemption  is  the  same  for  all 
members  of  family  (with  three  exceptions  to  be  noted  below) . 

Studies  of  consumer  budgets  have  clearly  indicated  that  the  cost  of 
maintaining  young  children  are  much  lower  than  the  maintenance 
costs  of  adults.  Nevertheless,  there  is  great  reluctance  to  abandon 
the  per  capita  exemption  system.  Many  feel  that  the  obligation  of 
parents  to  children  goes  beyond  mere  physical  maintenance  and  the 
per  capita  exemption  recognizes  this  obligation  to  some  extent. 
Moreover,  it  is  felt  that  tax  policy  should  afford  more  liberal  protec- 
tion for  those  with  children  as  a  matter  of  social  policy.  In  Great 
Britain  and  Canada,  where  the  exemption  for  dependents  is  lower 
than  the  exemption  for  the  taxpayer  and  his  wife,  this  protection  is 
given  directly  in  the  form  of  a  family  allowance  for  children. 

Exemptions  play  a  major  role  in  determining  the  yield  and  distri- 
bution of  the  income  tax.  At  1957  income  levels,  for  example,  an 
increase  or  decrease  in  the  per  capita  exemption  by  $100  would  have 
changed  the  base  of  the  income  tax  by  about  $13  billion  and  the  tax 
yield  by  about  $2.8  billion.  Almost  90  percent  of  the  tax  change  would 
have  been  concentrated  in  the  income  classes  below  $10,000. 

Although  the  present  exemptions  were  intended  to  apply  on  a 
flat  per  capita  basis  and  to  differentiate  only  on  the  basis  of  marital  and 
dependency  status,  they  are  in  fact  not  the  same  for  all  persons  in  these 
groups.  Present  law  favors  three  groups — the  elderly,  blind,  and 
dependents  who  receive  income.  Taxpayers  over  65  years  of  age  and 
the  blind  are  entitled  to  two  exemptions;  all  dependents  earning  up  to 
$600  are  granted  between  one  and  two  exemptions ;  and  children  under 
19  (or  over  19  if  they  are  attending  school)  are  granted  two  exemp- 
tions if  they  earn  over  $600  per  year. 

The  additional  exemptions  for  the  aged  and  the  blind,  which  amount 
to  about  $2  billion  on  taxable  returns,  were  justified  on  the  ground 
that  these  taxpayers  have  less  ability  to  pay  than  younger  members 
of  the  community.  This  may  well  be  the  case,  since  the  aged  and 
the  blind  are  concentrated  at  the  lower  end  of  the  income  distribution. 
However,  the  personal  exemptions  and  the  graduated  income  tax  rates 
were  specifically  designed  to  differentiate  between  the  taxpaying  abil- 
ities of  individuals  with  different  incomes.  The  aged  and  the  blind 
would  have  a  valid  claim  for  an  additional  exemption  if  it  could 
be  shown  that  they  are  required  to  spend  more  out  of  a  given  income 
than  other  taxpayers.  There  are  no  data  on  the  expenditures  of  the 
blind,  but  the  available  evidence  indicates  that  a  family  headed  by  an 
individual  over  65  years  of  age  actually  spends  less  than  a  family 
headed  by  a  young  person  in  the  same  income  group.  It  has  also  been 
argued  that  the  aged  find  it  difficult  to  obtain  employment  and,  there- 
fore, have  less  resilience  to  financial  reverses  than  other  taxpayers. 
However,  many  other  groups  of  taxpayers  are  handicapped  in  one 
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way  or  another  (e.g.,  physical  or  mental  disabilities,  lack  of  oppor- 
tunity to  receive  training,  etc.),  and  it  would  be  impossible  to  take 
account  of  all  these  individual  differences  under  an  income  tax. 

The  additional  exemption  for  children  with  incomes  over  $600  arose 
as  a  result  of  a  peculiarity  in  the  definition  of  a  dependent  when  the 
per  capita  exemption  system  was  adopted.  Under  this  system,  a 
taxpayer  was  entitled  to  one  exemption  for  each  dependent  having 
gross  income  of  less  than  $600,  if  he  provided  more  than  one-half  of  the 
dependent's  support.  This  meant  that  one  exemption  was  allowed  for 
dependents  without  income,  and  amounts  up  to  one  additional  ex- 
emption were  allowed  for  dependents  with  income.  However,  as  soon 
as  the  dependent's  income  rose  above  $600,  one  of  the  exemptions 
was  lost  because  the  taxpayer  was  automatically  denied  the  exemption 
he  had  previously  been  taking.  The  resulting  increase  in  tax  created 
considerable  resentment  among  taxpayers.  Newspapers  and  tax  serv- 
ices never  tired  of  cautioning  taxpayers  to  limit  the  income  of  their 
children  to  less  than  $600  during  the  summer  vacation  in  order  to 
avoid  the  loss  of  their  exemptions.  To  remedy  this  situation,  the  1954 
code  eliminated  the  $600  income  test  for  determining  the  dependency 
status  of  children  under  19  years  of  age  (and  those  over  19  who  are 
still  attending  school),  and  taxpayers  were  permitted  to  claim  the 
exemption  so  long  as  they  provided  more  than  half  of  their  support. 
According  to  Treasury  estimates,  this  revision  reduced  the  tax  base 
by  $300  million. 

The  difficulty  with  this  solution  is  that  it  increases  the  exemption 
from  $600  to  $1,200  for  those  who  are  least  entitled  to  it.  Only  one 
exemption  is  granted  for  dependents  who  earn  no  income,  more  than 
one  exemption  is  granted  for  dependents  earning  less  than  $600,  and 
two  exemptions  are  granted  to  dependent  children  with  income  of 
$600  or  more.  An  alternative  solution,  which  would  be  admittedly 
more  complicated  from  a  compliance  standpoint  but  which  would 
avoid  the  loss  in  revenue,  would  be  to  require  a  taxpayer  to  in- 
clude in  his  return  the  amount  of  income  received  by  any  person 
whom  he  claims  as  a  dependent.  The  need  for  accounting  for  small 
amounts  earned  by  dependents  could  be  avoided  by  disregarding  the 
first  $100  or  $200  earned  by  dependents.  This  method  of  handling 
the  problem  would  restore  to  the  tax  base  not  only  the  $300  million 
lost  under  the  1954  amendment  but  also  another  $300  million  that  had 
escaped  taxation  under  the  old  law  as  well. 

C,  Personal  deductions 

There  is  no  recorded  explanation  for  many  of  the  personal  deduc- 
tions now  allowed  under  the  individual  income  tax.  The  scope  of  the 
deductions  has  been  enlarged  in  recent  years,  but  most  of  them  have 
been  allowed  since  the  beginning  of  the  income  tax.  Given  the  defini- 
tion of  "income"  used  as  our  standard,  deductions  would  be  allowed 
only  for  expenditures  that  are  essential  to  earn  income.  An  exception 
to  this  rule  might  be  made  for  unusual  personal  expenditures  which 
create  hardships  when  the  expenditures  are  low;  but  to  avoid  subsi- 
dizing personal  consuniption,  such  cases  must  be  kept  to  the  minimum. 
As  we  shall  see,  the  tax  law  departs  from  these  criteria  to  a  very  sub- 
stantial degree. 

1.  Purposes  of  the  "personal  deductions. — There  are  five  major 
groups  of  deductions  under  present  law.     The  first  group  is  for  large, 
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unusual,  and  necessary  personal  expenditures.  Deductions  for  ex- 
traordinary medical  expenses  are  the  best  examples  of  tliis  group. 
They  are  often  involuntary,  unpredictable,  and  may  exhaust  a  large 
proportion  of  the  taxpayer's  total  income.  When  a  serious  illness 
strikes  a  member  of  the  family,  its  ability  to  pay  taxes  is  clearly  lower 
than  that  of  another  equal-income  family  whose  members  have  been 
healthy  throughout  the  year.  For  these  reasons,  taxpayers  are  per- 
mitted to  deduct  medical  expenses  in  excess  of  3  percent  of  their  in- 
come, with  generous  maximum  limitations.  But  the  Congress  de- 
parted from  this  rationale  in  1951,  when  it  permitted  taxpayers  over 
65  years  of  age  to  deduct  all  their  medical  expenses. 

Other  deductions  for  large,  involuntary  and  unpredictable  costs  are 
those  for  noninsured  losses  due  to  theft,  fire,  storms,  accidents,  or  other 
casualties.  Deductions  for  alimony  payments  may  also  be  classified 
in  this  group  even  though  they  are  not  unpredictable. 

The  second  group  of  deductions  in  effect  provides  subsidies  to  par- 
ticular taxpayers.  Thus,  deductions  for  taxes  paid  on  owner-occupied 
residences  and  for  interest  of  home  mortgages  subsidize  the  home- 
owner. In  addition  to  the  direct  benefit  from  the  deductions  for  taxes 
and  interest  and  the  exclusion  from  taxable  income  of  the  rental 
value  of  their  homes,  homeowners  also  derive  an  indirect  benefit  by 
being  able  to  utilize  other  itemized  deductions.  Other  taxpayers,  par- 
ticularly those  in  the  lower  and  middle-income  brackets  who  rent  their 
living  quarters,  can  rarely  accumulate  deductions  aggregating  more 
than  the  standard  deduction.  The  result  is  that  homeowners  are  the 
primary  beneficiaries  of  the  remaining  deductions.  Moreover,  when  a 
new  deduction  is  added  to  the  code,  the  full  benefit  ordinarily  goes  to 
homeowners  who  already  itemize.  Taxpayers  who  do  not  itemize 
must  sacrifice  a  portion  of  their  standard  deduction  before  they  actu- 
ally receive  some  value  from  the  new^  deduction. 

Another  deduction  of  the  subsidy  type  is  the  deduction  for  contri- 
butions to  charitable,  religious,  scientific,  educational,  and  other  non- 
profit organizations  up  to  a  maximum  of  20  percent  of  adjusted  gross 
income,  or  30  percent  if  at  least  10  percent  is  contributed  to  churches, 
educational  institutions,  and  hospitals.  It  may  be  argued  that  private 
philanthropy  should  not  be  encouraged  at  the  expense  of  the  Federal 
Treasury,  since  it  involves  the  diversion  of  tax  funds  by  individuals  to 
organization?  of  their  own  choice.  However,  few  people  have  ex- 
pressed this  view  publicly  because  the  activities  of  these  organizations 
are  generally  considered  socially  desirable. 

The  deduction  for  interest  on  personal  loans  is  also  in  the  nature  of 
a  subsidy,  but  it  is  more  difficult  to  rationalize.  The  fact  that  an 
interest  deduction  has  been  allowed  since  the  modern  income  tax  was 
enacted  in  1913  may  be  a  reflection  of  the  public's  antipathy  toward 
the  usurious  practices  of  moneylenders  in  earlier  days.  An  alternative 
explanation  is  that  it  would  be  difficult  in  practice  to  draw  the  line 
between  personal  loans  and  business  loans  of  single  proprietors  and 
partners. 

The  third  group  of  deductions  is  for  income  and  sales  taxes  paid 
to  States  and  local  governments.  The  deduction  for  income  taxes  is 
necessary  to  prevent  the  combined  Federal,  State,  and  local  income 
taxes  from  becoming  confiscatory;  it  is  also  an  effective  way  of  mod- 
erating interstate  tax  differentials  in  the  higher  income  brackets. 
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For  example,  if  the  income  of  a  taxpayer  were  subject  to  the  highest 
State  rate  of  11  percent  and  also  to  the  91-percent  rate  for  Federal 
tax  purposes,  the  combined  marginal  ra;tes  would  be  102  percent.  By 
allowing  taxpayers  to  deduct  the  State  tax  on  their  Federal  returns, 
the  combined  rate  is  reduced  to  92  percent.  If  the  State  also  permits 
a  deduction  for  Federal  taxes,  the  combined  rate  is  only  91.1  percent. 

The  deduction  for  income  taxes  (or  an  income  tax  credit)  is  a  prac- 
tical necessity  in  a  Federal  system  like  ours,  but  the  same  justification 
does  not  hold  for  the  deductions  allowed  for  State  and  local  sales  and 
excise  taxes.  These  deductions  defeat  the  purposes  of  consumption 
taxes  levied  to  obtain  payments  from  taxpayers  for  benefits  received, 
reduce  the  progressivity  of  selective  excises  on  luxury  goods,  and 
increase  the  regressivity  of.  general  sales  taxes.  Moreover,  it  is  vir- 
tually impossible  to  check  the  estimates  taxpayers  make  to  arrive  at 
the  amounts  they  claim.  Deductions  for  Federal  excise  taxes,  which 
were  allowed  at  one  time,  were  eliminated  under  the  Revenue  Act  of 
1943.  Deductions  for.  non-Federal  consumption  taxes  were  continued 
apparently  to  avoid  the  opposition  of  State  and  local  governments. 

The  fourth  group  of  deductions  contains  the  only  theoretically  nec- 
essary deductions;  namely,  those  that  make  allowances  for  expenses 
of  earning  income.  These  deductions  are  required  to  correct  the 
deficiencies  of  the  adjusted  gross  income  concept — the  statutory  con- 
cept intended  to  approximate  net  income  after  allowing  for  expenses 
incurred  in  earning  such  income.  For  administrative  reasons,  ex- 
penses incurred  in  earning  nonbusiness  incomes  (i.e.,  wages  and 
salaries,  interest,  and  dividends)  are  generally  not  allowed  as  deduc- 
tions in  arriving  at  adjusted  gross  income.  This  deficiency  is  corrected 
by  permitting  taxpayers  to  deduct  such  expenses  in  arriving  at  taxable 
income.  Some  examples  of  these  deductions  are  fees  for  investment 
counselors,  rentals  of  safety  deposit  boxes  used  to  store  income- 
producing  securities,  custodian  fees,  work  clothing,  and  union  dues. 

The  deduction  for  child  care,  which  was  enacted  in  1954,  permits 
all  employed  single  persons  and  married  couples  having  incomes  of 
less  than  $4,500  with  both  husband  and  wife  employed  to  deduct  up 
to  $600  for  the  cost  of  child  care  while  they  are  at  work.  The  Con- 
gress justified  this  deduction  on  the  ground  that  child-care  expendi- 
tures must  be  incurred  by  many  taxpayers  to  earn  a  livelihood  and 
that  they  are,  therefore,  comparable  to  an  ordinary  business  expense. 
However,  because  of  its  restricted  scope,  it  has  done  very  little  to 
solve  this  problem. 

The  fifth  category  of  deductions  is  the  standard  deduction,  which 
was  adopted  in  1944  purely  for  simplification  reasons.  In  lieu  of 
itemizing  deductions,  taxpayers  are  permitted  to  deduct  10  percent  of 
the  adjusted  gross  income  up  to  a  maximum  of  $500  on  separate 
returns  of  married  persons  and  $1,000  on  all  other  returns.  This 
alternative  is  allowed  because  it  is  recognized  that  most  personal 
deductions  are  relatively  small  and  few  taxpayers  keep  adequate  rec- 
ords to  support  them.  Proper  auditing  of  personal  deductions  in  60 
million  returns  (the  number  filed  for  1957)  would  be  a  virtual  im- 
possibility. Although  some  have  argued  that  the  adoption  of  the 
standard  deduction  involved  some  loss  in  equity,  the  improvement  in 
compliance  and  administration  was  undoubtedly  worth  the  cost. 
There  may  actually  have  been  a  net  gain  even  on  equity  pounds 
because  most  personal  deductions  are  not  justifiable  in  principle  and 
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a  high  standard  deduction  eliminates  the  major  share  of  the  differen- 
tial benefits  bestowed  on  those  who  can  itemize  them. 

Estimates  of  the  dollar  magnitudes  of  the  deductions  claimed  on 
taxable  returns  in  1957  are  given  in  table  7.  Total  deductions 
amounted  to  $36.2  billion.  Of  this  amount,  $12.3  billion  was  the 
value  of  the  standard  deduction,  which  is  used  by  two-thirds  of  the 
persons  who  file;  the  remaining  $23.9  billion  is  the  value  of  the  de- 
ductions of  those  who  prefer  to  itemize  rather  than  to  take  the  stand- 
ard deduction.  Actually,  taxpayers  who  itemized  would  have  been 
permitted  to  deduct  approximately  $12  billion  if  they  elected  to  use 
the  standard  deduction,  so  that  the  privilege  of  itemizing  permitted 
them  to  deduct  about  $12  billion  more  than  the  standard  deduction 
w^ould  have  provided.  The  revenue  cost  of  all  the  deductions,  includ- 
ing the  standard  deduction,  was  probably  of  the  order  of  $8%  billion 
in  1957. 


Table  7. — Estimated  amount  of  deductions  claimed  on  taxable  returns,  1957 

[Billions  of  dollars] 
Deduction : 

Standard   deduction 12.  3 

Itemized  deductions : 

Taxes 6.4 

Interest 5.  4 

Contributions 5.  2 

Medical  and  dental 3.4 

Casualty  losses 0. 4 

Child  care 0. 1 

Miscellaneous 3.  0 

23.9 

Total  deductions 36.  2 

Sources  :  Total  from  "Statistics  of  Income  for  Individuals,  1957."  Breakdown  by  type 
of  deduction  estimated  on  the  basis  of  1956  data,  with  adjustments  for  trend. 

The  largest  deductions  at  practically  all  income  levels  are  the 
deductions  for  contributions  and  taxes,  but  medical  expenses  are  the 
most  important  in  the  low^est  income  brackets.  (See  "The  Federal 
Revenue  System,  1959,"  Joint  Economic  Committee,  U.S.  Congress, 
table  16,  pp.  183-184.)  This  results  from  the  fact  that  medical  ex- 
penditures amounting  to  less  than  3  percent  of  adjusted  gross  income 
are  regarded  as  ordinary  for  most  taxpayers.  Since  this  3-percent 
floor  automatically  increases  the  dollar  amount  of  ordinary  medical 
expenses  as  incomes  rise,  deductible  medical  expenditures  drop  off 
sharply  at  the  upper  end  of  the  income  scale.  The  interest  deduction 
is  most  important  in  the  income  classes  between  $3,000  and  $20,000,  un- 
doubtedly due  to  the  high  incidence  of  homeownership  in  this  part  of 
the  income  scale.  Deductions  for  child  care,  casualty  losses,  and 
miscellaneous  expenses  (the  latter  include  allowances  for  expenses 
of  earning  income  and  alimony  payments)  account  for  less  than  one- 
sixth  of  all  deductions  listed  by  taxpayers. 

Because  most  people  with  income  below  $10,000  have  the  alterna- 
tive of  taking  the  10-percent  standard  deduction,  those  who  itemize 
at  these  levels  subtract  more  than  10  percent  of  their  adjusted  gross 
income.  As  incomes  go  beyond  $10,000,  where  the  maximum  stand- 
ard deductions  of  $1,000  becomes  effective  for  married  people,  the 
itemized  deductions  account  for  a  much  smaller  percentage  of  adjusted 


38 


REVISION   OF  THE    FEDERAL   INCOME   TAX   LAWS 


gross  income.  However,  there  is  very  little  variation  in  the  average 
ratio  of  standard  and  itemized  deductions  to  total  income  among  the 
various  income  groups.  In  1957  the  standard  and  itemized  deduc- 
tions combined  on  taxable  returns  amounted  to  13.6  percent  of  ad- 
justed gross  income  in  tlie  income  groups  below  $5,000;  14.4  percent 
between  $5,000  and  $10,000;  13.6  percent  between  $10,000  and  $25,000; 
12.4  percent  between  $25,000  and  $100,000;  and  19  percent  over 
$100,000.  The  large  increase  in  the  relative  importance  of  the  deduc- 
tions at  the  very  top  of  the  income  scale  is  due  to  an  increase  in  the 
ratio  of  contributions  to  total  income,  whicli  in  turn  reflects  the  incen- 
tive for  giftmaking  provided  by  the  deduction  for  contributions. 

2.  Possible  revisions  of  the  personal  deductions. — It  should  be  clear 
from  the  foregoing  discussion  that,  in  allowing  so  many  deductions, 
the  tax  law  creates  more  inequities  than  it  removes.  While  the  ratio 
of  total  deductions  to  adjusted  gross  income  does  not  vary  greatly  by 
income  levels,  it  creates  substantial  tax  differentials  among  taxpayers 
with  the  same  income.  As  already  indicated,  deductions  may  be 
necessary  for  unusually  large  personal  expenditures  to  prevent  hard- 
ship if  the  exemptions  are  very  low.  Otherwise,  equity  would  be 
better  served  if  the  deduction  were  eliminated  and  the  revenue  gain 
redistributed  to  all  taxpayers  in  the  form  of  rate  reductions. 

A  good  beginning  would  be  to  carefully  scrutinize  the  deductions 
that  subsidize  personal  expenditures.  As  table  7  shows,  these  deduc- 
tions account  for  the  major  share  of  the  itemized  deductions  on  tax- 
able returns.  They  include  the  deductions  for  charitable  contribu- 
tions, interest  on  personal  loans,  and  State  and  local  taxes  other  than 
income  taxes.  The  deduction  for  income  taxes  is  allowed  to  avoid 
confiscatory  Federal-State  rates  and,  therefore,  is  not  strictly  a 
subsidy-type  deduction.  Even  if  the  marginal  rates  were  cut  sub- 
stantially. Federal  deductibility  of  State  income  taxes  would  be  useful 
as  a  device  to  minimize  interstate  income  tax  differentials. 

Among  the  expenditures  now  subsidized  via  income  tax  deductions 
only  charitable  contributions  seem  to  have  such  overwhelming  social 
priority  under  our  present  institutional  arrangements  to  warrant  the 
use  of  tax  incentives.  However,  the  deduction  for  contributions 
probably  has  little  effect  on  charitable  giving  by  the  lower  and  middle 
income  classes,  since  the  income  tax  advantage  is  relatively  small  at 
these  levels.  If  an  income  tax  deduction  is  deemed  necessary  to  en- 
courage large  contributions,  it  would  be  better  to  design  the  deduction 
as  an  incentive  device  for  this  purpose  alone  rather  than  to  waste 
revenues,  as  we  do  today,  by  granting  the  deduction  for  the  average 
contributor.  For  example,  the  deduction  might  be  allowed  for  the 
amount  of  contributions  in  excess  of,  say,  10  percent  of  adjusted 
gross  income  or  $1,000  per  year,  whichever  is  lower,  with  the  total 
deduction  limited  to  20  or  30  percent  of  adjusted  gross  income.  For 
lower  bracket  taxpayers,  it  would  be  more  equitable  to  use  the  revenues 
for  a  straight  rate  reduction  rather  than  to  continue  the  charitable 
deduction. 

With  respect  to  the  medical  expense  deduction,  the  full  allowance 
for  those  over  65  is  clearly  too  large  under  the  criterion  that  the 
deduction  should  be  limited  to  extraordinary  expenses.  For  those 
under  65,  a  survey  by  the  Health  Information  Center  in  1954  indicated 
that  the  3-percent  minimum  is  about  equal  to  the  median  expenditure 
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of  families  with  incomes  below  $10,000  ("National  Family  Survey  of 
Medical  Costs  and  Voluntary  Health  Insurance,"  table  14,  p.  45). 
However,  the  median  is  only  an  arbitrary  dividing  line  between 
'*usual"  and  "extraordinary";  the  75-  or  90-percent  levels  would  be 
equally  logical  if  the  resulting  percentage  of  income  is  not  inordi- 
nately high.  According  to  the  same  survey,  about  60  percent  of  the 
families  incur  medical  expenses  under  5  percent  of  their  incomes.  To 
limit  the  revenue  loss  of  the  deduction  without  violating  its  basic 
rationale,  the  lower  limit  might  be  restored  to  5  percent  for  all  tax- 
payers. 

Losses  from  fire  and  theft  or  other  casualties  are  small  in  aggregate 
amount.  While  some  of  these  may  be  catastrophic  in  nature,  a  large 
part  of  the  $400  million  now  deducted  on  taxable  returns  is  attribu- 
table to  the  liberal  interpretation  of  casualty  loss,  which  includes 
costs  of  repairing  dented  automobile  fenders  and  other  minor  damages 
around  the  home.  At  the  very  least,  such  deductions  should  be  elimi- 
nated because  they  are  not  of  the  unusual  type  envisaged  when  deduc- 
tions for  casualty  losses  were  originally  allowed.  It  it  proves  to  be 
too  difficult  to  reword  the  definition  of  the  deduction,  an  alternative 
might  be  to  permit  deductions  for  the  same  losses  that  are  now  in- 
cluded to  the  extent  that  they  exceed  2  or  3  percent  of  adjusted  gross 
income. 

The  child  care  deduction  is  so  relatively  unimportant  that  it  hardly 
warrants  retention  in  the  tax  law  in  its  present  form.  If  a  serious 
inequity  is  deemed  to  exist  between  working  parents  with  children 
and  other  taxpayers,  the  strict  limitations  on  the  income  of  taxpayers 
eligible  for  the  deduction,  as  well  as  the  limitation  on  the  amount  of 
the  deduction,  would  need  to  be  reconsidered. 

The  only  remaining  category  of  itemized  deductions  is  the  miscel- 
laneous group.  As  already  indicated,  this  category  consists  mainly  of 
deductions  which  are  intended  to  refine  adjusted  gross  income  to  a  net 
basis.  There  may  be  some  deductions  even  in  this  group  that  might 
be  eliminated  but  it  may  be  assumed  that  the  amounts  are  small. 

We  conclude  that  itemized  deductions,  amounting  to  $16.2  billion 
in  1957,  could  be  eliminated  if  they  were  trimmed  to  the  most  essential 
items.  But  this  is  not  all.  If  the  list  of  itemized  deductions  were  cur- 
tailed, the  standard  deduction  would  be  much  too  generous.  If  the 
standard  deduction  were  retained,  it  would  not  have  to  be  larger  than 
2  to  3  percent  of  adjusted  gross  income.  This  would  be  sufficient 
to  avoid  the  inconvenience  of  accounting  for,  and  checking,  small 
amounts  of  itemized  deductions.  Otherwise,  taxpayers  could  be  per- 
mitted to  itemize  the  few  remaining  deductions  without  much  loss  of 
simplification.  This  would  have  added  another  $9.8  billion  to  the  tax 
base  over  and  above  the  $16.2  billion  gained  by  the  elimination  of  the 
itemized  deductions  enumerated  above.  In  combination,  at  1957  in- 
come levels,  these  revisions  would  have  reduced  deductions  reported 
on  taxable  returns  by  $26  billion. 

3.  Personal  expenses  disguised  as  business  expev^es. — Among  the 
most  important  examples  of  erosion  from  the  high  tax  rates  imposed  in 
recent  years  has  been  the  growth  of  the  expense  account  as  a  method  of 
financing  personal  expenditures  at  the  expense  of  the  Government. 
Individuals  have  at  their  disposal  company  cars,  planes,  and  boats  for 
personal  use ;  charge  oiff  as  entertainment  expenses  the  cost  of  theaters, 
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nightclubs,  restaurant  meals,  and  admissions  to  sporting  events ;  take 
advantage  of  company  facilities  for  private  vacations ;  and  finance  ex- 
pensive pleasure  trips  abroad  for  themselves  and,  sometimes,  even  for 
members  of  their  family.  Nothing  is  more  detrimental  to  general  tax 
morality  than  this  type  of  tax  avoidance — it  is  not  only  obvious  to 
most  people,  but  those  who  practice  it  frequently  advertise  their  ability 
to  live  well  at  the  expense  of  the  Federal  Treasury. 

Since  these  practices  are  widespread  and  well  developed,  it  is  doubt- 
ful whether  rate  reductions  would  change  the  situation  very  much. 
Moreover,  the  problem  probably  cannot  be  handled  merely  by  arbi- 
trarily removing  certain  categories  of  business  spending  from  the  list 
of  allowable  business  deductions  or  by  placing  dollar  limitations  on 
such  deductions.  The  line  between  business  deductions  is  difficult  to 
define  in  general  legislative  terms,  and  each  case  must  be  decided  on  its 
merits.  In  essence,  therefore,  the  problem  is  to  administer  present  law 
fairly  but  firmly.  A  general  statement  of  the  intent  of  Congress 
might  be  sufficient  to  permit  the  Secretary  of  the  Treasury  to  tighten 
up  on  the  present  regulations,  and  more  ample  appropriations  for  en- 
forcement would  permit  him  to  be  stricter  in  enforcing  them. 

Some  giiesses  of  the  amount  of  improper  business  deductions  run 
into  the  billions.  However,  there  is  no  basis  for  making  even  an  ap- 
proximate estimate  of  the  magnitudes  involved. 

D.  Rates 

Although  the  present  rate  schedule  is  graduated  rather  steeply, 
especially  in  the  lower  income  brackets,  it  is  in  fact  much  less  progres- 
sive for  a  large  group  in  the  taxpaying  population  than  it  appears 
to  be.  The  nominal  rates  rise  from  20  percent  on  the  first  $2,000  of 
taxable  income  to  91  percent  on  taxable  incomes  in  excess  of  $200,000. 
However,  these  rates  actually  apply  only  to  single  persons;  married 
couples  are  permitted  to  split  their  incomes  for  tax  purposes  and,  as  a 
result,  are  subject  to  an  entirely  different — and  substantially  lower — 
rate  structure. 

This  difference  in  the  treatment  of  single  persons  and  married 
couples  arose  out  of  the  historical  accident  that  eight  States  had 
community  property  laws  which  treated  the  income  of  either  husband 
or  wife  as  belonging  half  to  each.  By  virtue  of  several  Supreme 
Court  decisions,  married  couples  residing  in  these  eight  States  had 
been  splitting  their  incomes  and  filing  separate  Federal  returns. 
Shortly  after  World  War  II,  a  number  of  other  States  enacted  com- 
munity property  laws  for  the  express  purpose  of  obtaining  the  same 
tax  advantage  for  their  residents,  and  other  States  were  threatening 
to  follow  suit.  In  an  effort  to  restore  geographic  equality  in  tax  bur- 
dens and  to  prevent  the  wholesale  disruption  of  local  property  laws 
and  procedures,  the  Congress  universalized  income  splitting  in  1948. 

Income  splitting  reduces  progression  because  it,  in  effect,  doubles 
the  width  of  the  taxable  income  brackets  for  married  persons.  For 
example,  a  married  couple  with  taxable  income  of  $4,000  splits  this 
income  and  applies  the  first  bracket  rate  of  20  percent  to  each  half ; 
without  income  splitting,  the  first  bracket  rate  would  apply  to  the 
first  $2,000  and  the  second  bracket  rate  of  22  percent  would  apply  to 
the  next  $2,000.  Thus,  whereas  the  normal  rate  brackets  cover  taxable 
income  up  to  $200,000  the  actual  rates  for  married  couples  extend 
over  $400,000  of  taxable  income.    The  tax  advantage  rises  from  $40 
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for  married  couples  at  the  top  of  the  second  bracket  to  a  maximum  of 
$25,180  for  married  couples  with  taxable  incomes  of  $400,000  or  more. 
As  a  result  of  income  splitting,  the  marginal  rates  for  married  couples 
are  lower  at  the  present  time  than  they  were  in  1941  in  taxable  income 
brackets  between  $10,000  and  $50,000. 

Some  argue  that  this  reduction  in  progressivity  was  justified  on 
two  grounds :  First,  married  couples  m  community  property  States 
had  already  been  taking  advantage  of  income  splitting ;  second,  since 
most  married  couples  share  their  income,  they  should  be  treated  as  if 
they  were  two  single  persons.  According  to  another  school  of  thought, 
differences  in  the  taxpaying  ability  of  single  and  married  persons 
should  be  allowed  for  by  the  personal  exemptions,  not  by  varying 
the  tax  rates  as  under  present  law.  Moreover,  the  geographic  equal- 
ization of  tax  liability  achieved  under  income  splitting  can  be  realized 
without  at  the  same  time  reducing  progressivity.  The  technique 
would  be  to  continue  to  permit  married  couples  to  split  their  incomes, 
but  require  them  to  use  a  rate  schedule  with  brackets  exactly  half  as 
wide  as  the  brackets  applying  to  single  persons.  This  revision  would 
not  alter  the  tax  base,  but  it  would  increase  revenues  from  the  present 
rates  by  $4  billion. 

The  difference  between  the  two  schools  of  thought  cannot  be  re- 
solved on  a  priori  grounds.  The  major  issue  is  not  whether  income 
splitting  as  a  device  to  achieve  geographic  equality  in  tax  burdens  is 
desirable,  but  whether  the  present  distribution  of  tax  burdens  by 
income  levels  and  between  single  persons  and  married  couples  is 
equitable.  Those  who  would  retain  the  present  brackets  approve  the 
present  tax  distribution.  Those  who  would  halve  the  brackets  believe 
that  the  $4  billion  tax  reduction  going  to  married  couples  in  the 
higher  income  brackets  is  unwarranted.  Whether  or  not  the  rate 
advantages  of  income  splitting  are  retained,  the  tax  base  would  not 
be  affected  by  the  decision. 

Another  problem  arising  under  present  law  is  that  single  persons 
who  rim  a  household  (either  because  they  are  widowed  or  divorced) 
believe  that  they  too  should  be  entitled  to  income  splitting.  They 
argue  that  they  must  spend  at  least  as  much  as  married  persons  and, 
in  many  cases,  must  spend  more,  because  they  are  required  to  hire 
domestic  servants  to  look  after  the  children  and  do  the  household 
chores  while  they  are  at  work.  To  meet  this  criticism.  Congress  en- 
acted in  1951  a  new  rate  schedule  for  "heads  of  households"  which 
provided  half  the  advantages  of  income  splitting.  There  has  been 
considerable  dissatisfaction  with  this  makeshift  arrangement,  largely 
because  single  persons  with  family  responsibilities  believe  they  should 
have  the  full  advantages  of  income  splitting  instead  of  half. 

In  1954,  the  Treasury  Department  recommended  that  full  income 
splitting  be  extended  to  single  persons  who  supported  parents,  chil- 
dren, grandchildren,  brothers,  and  sisters.  Although  the  proposal 
was  adopted  by  the  House,  it  was  eliminated  in  the  Senate,  and  sur- 
viving widows  or  widowers  were  permitted  to  split  their  income  for 
2  years  after  the  death  of  their  spouses.  The  experience  with  the 
present  head-of-household  provision  suggests  that  the  rate  distinc- 
tions now  made  among  taxpayers  on  the  basis  of  marital  status  are 
arbitrary,  and  that  further  enlargement  of  the  category  of  taxpayers 
eligible  for  income  splitting  may  be  necessary  unless  the  rates  apply- 


42 


REVISION  OF  THE   FEDERAL   INCOME  TAX   LAWS 


ing  to  single  persons  and  married  couples  are  equalized.  (For  a 
detailed  discussion  of  these  and  other  issues  raised  by  the  split-income 
provision,  see  my  paper,  "Income  Splitting,"  later  in  this  compen- 
dium.) 

E,  Compliance  and  administration 

Although  we  still  do  not  know  the  full  amount  of  miderreporting 
and  evasion  on  tax  returns,  the  audit  control  studies  of  the  Internal 
Eevenue  Service  conducted  for  the  years  of  1948  and  1949  shed  a 
good  deal  of  light  on  the  problem.  These  studies  were  made  on  the 
basis  of  full  field  investigations  of  tax  returns  in  scientifically  drawn 
samples.  From  the  results  of  the  field  investigations,  estimates  of 
the  frequency  and  magnitude  of  errors  on  all  income  tax  returns 
were   computed. 

The  sample  results  for  1948  indicate  that,  if  every  one  of  the  52 
million  returns  filed  in  that  year  had  been  examined  by  field  agents, 
over  38  million  would  have  been  found  to  be  correct  or  to  involve 
errors  in  tax  liability  of  less  than  $2.  The  remaining  14  million  returns 
would  have  been  cases  with  tax  errors  of  $2  or  more.  Nine  out  of  ten 
of  the  cases  in  error  by  $2  or  more  would  have  been  in  favor  of  the 
taxpayer  who  would  have  been  required  to  pay  a  deficiency ;  the  10th 
case  would  have  been  in  favor  of  the  Government,  for  which  the 
taxpayer  would  have  been  entitled  to  a  refund. 

Although  about  one  in  every  four  returns  was  found  to  be  in  error, 
the  actual  tax  error  is  not  nearly  as  large  proportionately.  The  52 
million  persons  who  filed  returns  in  1948  voluntarily  reported  a  tax 
of  $15.4  billion.  The  sample  study  for  that  year  shows  that  errors 
in  favor  of  the  taxpayer  amounted  to  an  estimated  $1.4  billion  and 
errors  in  favor  of  the  Government  amoimted  to  $0.1  billion.  This 
means  that,  if  every  return  filed  in  1948  had  been  examined  as  care- 
fully as  the  sample  returns,  the  Government  would  have  collected 
an  additional  $1.3  billion  of  tax  or  almost  9  percent  more  than  the 
total  amount  voluntarily  reported. 

The  9  percent  additional  tax  that  might  have  been  collected  in  1948 
cannot  be  translated  into  the  amount  of  additional  adjusted  gross 
income  that  a  full  audit  of  every  return  would  disclose,  because  a  sub- 
stantial proportion  of  the  total  estimated  tax  deficiency  was  due  to 
errors  in  claiming  exemptions  and  personal  deductions  and  also  to 
mathematical  errors.  However,  an  estimate  of  the  error  in  adjusted 
gross  income  can  be  made  on  the  basis  of  the  1949  study. 

According  to  the  figures  released  so  far,  the  total  underreporting 
on  all  1949  returns  with  adjusted  gross  income  under  $10,000  and  on 
returns  with  business  income  and  adjusted  gross  income  of  $10,000  or 
more  amounted  to  $4.7  billion.  If  it  is  assumed  that  the  remaining 
taxpayers  underreported  by  half  as  much  as  those  below  $10,000  (i.e., 
2  percent  instead  of  4  percent  of  their  adjusted  gross  incomes),  the 
total  amount  of  underreporting  at  all  income  levels  in  1949  was  in  the 
neighborhood  of  $5  billion,  or  about  3  percent  of  the  adjusted  ^oss 
income  voluntarily  disclosed  by  taxpayers  on  their  returns.  On  the 
further  assumption  that  taxpayers  continued  to  underreport  propor- 
tionately as  much  in  subsequent  years,  the  amount  of  underreporting 
in  1957  that  might  be  disclosed  by  a  full  field  investigation  of  every 
return  filed  amounts  to  3  percent  of  the  $280  billion  they  reported  in 
that  year  or  about  $8.5  billion. 
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Many  of  the  errors  disclosed  by  the  audit  studies  were  small,  sug- 
gesting either  carelessness  or  insufficient  knowledge  on  the  part  of  the 
taxpayer.  However,  the  average  error  was  large  and  cannot  be  at- 
tributed entirely  to  these  causes.  For  the  14  million  returns  in  error 
in  1948,  the  average  error  amounted  to  about  one-fifth  of  the  total 
tax  voluntarily  reported.  Thus,  although  the  majority  of  returns 
are  correctly  filed,  there  is  a  substantial  enforcement  problem  in  con- 
nection with  those  that  are  incorrect.  Clearly,  an  additional  invest- 
ment by  the  Government  in  enforcement  personnel  is  likely  to  pay 
large  dividends,  not  only  by  increasing  current  revenues  but  also  by 
improving  taxpayer  compliance  in  the  future. 

Consideration  should  also  be  given  to  an  extension  of  the  withhold- 
ing system  in  order  to  supplement  the  increased  enforcement  effort. 
Withholding  has  produced  almost  perfect  compliance  by  recipients 
of  wages  and  salaries,  largely  because  it  is  an  automatic,  self-enforc- 
ing device.  Thus,  Mrs.  Goldsmith  has  estimated  that,  in  1946,  about 
95  percent  of  total  wages  and  salaries  was  reported  on  tax  returns; 
by  contrast,  tax  returns  accounted  for  only  76  percent  of  dividends, 
71  percent  of  entrepreneurial  incomes  (farm  and  nonfarm) ,  45  percent 
of  rents,  and  only  87  percent  of  interest.  ("Studies  in  Income  and 
Wealth,"  vol.  13,  National  Bureau  of  Economic  Research,  p.  302.) 
Holland  and  Kahn  have  made  similar  estimates  for  1952,  which  gen- 
erally confirm  Mrs.  Goldsmith's  results.  ("Federal  Tax  Policy  for 
Economic  Growth  and  Stability,"  papers  submitted  to  the  Joint  Eco- 
nomic Committee,  1955,  pp.  313-338.)  Although  part  of  the  unre- 
ported amounts  are  received  by  individuals  with  gross  incomes  of  less 
than  $600  who  are  not  required  to  file  returns,  the  large  discrepancy 
between  the  coverage  of  wages  and  salaries  on  the  one  hand  and  other 
income  items  on  the  other  can  be  explained  only  by  the  withholding 
system. 

It  is  not  practical  to  withhold  tax  from  all  income  payments,  but 
workable  methods  have  been  devised  for  interest  and  dividends.  The 
most  recent  plan  considered  by  the  Congress  provided  that  payors  of 
interest  and  dividends  would  withhold  a  flat  percentage  (depending 
on  the  first  bracket  rate)  of  each  payment,  without  exemptions.  (This 
plan  was  adopted  by  the  House  in  1951,  but  was  eliminated  by  the 
Senate.)  Unlike  the  wage  withholding  system,  the  payor  would  not 
have  been  required  to  prepare  withholding  statements  to  account  for 
the  amount  paid  and  the  tax  withheld.  Instead,  the  recipient  would 
have  reported  the  net  amount  he  received  and  would  then  have 
"grossed  up"  this  amount  by  a  factor  depending  on  the  withholding 
rate  to  obtain  the  total  amount  he  received  before  the  tax  was  with- 
held. For  example,  assuming  a  withholding  rate  of  20  persent,  the 
grossing  up  factor  would  have  been  25  percent.  This  procedure  w^ould 
have  added  a  few  additional  lines  to  the  return  form,  but  the  steps 
were  simple  and  would  not  have  complicated  the  return  form  unduly 
or  created  any  serious  compliance  problems. 

Data  comparing  national  income  aggregates  and  amounts  reported 
on  individual  income  tax  returns,  after  correction  for  differences  in 
coverage,  suggest  that  $1  billion  of  dividends  and  $3.5  billion  of  inter- 
est were  not  reported  on  taxable  individual  returns  in  1957.  If  with- 
holding had  applied  to  all  interest  and  dividends  at  the  present  first 
bracket  rate  (18  percent  after  allowing  for  the  10-percent  standard 
deduction),  it  would  have  increased  the  income  tax  yield  in  1957  by 
more  than  $800  million. 
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IV.  POTENTIAL  TIEU)  OF  A  BROAD-BASED  INCOME  TAX 

Table  8  brings  together  the  estimates  of  additional  taxable  income 
and  tax  that  might  have  been  added  in  1957  by  the  revisions  discussed 

Table  8. — Calculation  of  the  tax  base  and  yield  of  a  comprehensive  income  taw 

in  1957 

[BUllons  of  dollars] 


Item 

Effect  on— 

Tax  base 

Tax  yield 

1.  1957  tax  base  and  tax  yield  (present  law)  . . 

149.4 

9.9 
4.8 
1.1 

.6 
3.7 
5.0 

.3 

.4 

34.4 

2.  Add  effect  of— 

(a)  Exclusions: 

(1)  Transfer  payments  and  wage  supplements 

2  0 

(2)  "Nftt  impjitRfl  rpnt  of  owner-nofiipjed  homes 

1.1 

(3)  TntPTf^st  on  lifft  insiiranrft  savings 

.3 

(4)  Tax-exempt  interest 

.3 

(5)  Realized  long-term  capital  gains.         -  .--  ---     

1.4 

(6)  Unrealized  capital  gains  transferred  by  gift  or  death 

(7)  Dividend  exclusion 

1.2 
.1 

(8)  Percentage  depletion  and  exploration  and  development 
expenses 

2 

Total  exclusions 

25.8 

6  6 

(6)  Personal  deductions: 

(1)  Interest 

5.4 
5.0 
4.5 
1.2 
.1 
9.8 

1.2 

(2)  Taxes ... 

1.2 

(3)  Contributions 

1  0 

(4)  Medical  and  dental 

.3 

(5)  Casualty  losses 

(1) 

(6)  Standard  deduction.-  ...... .  

2.0 

Total  deductions 

26.0 

5.7 

(c)  Personal  exemptions: 

(1)  Additional  exemption  for  aged  and  blind 

2.0 
.6 

.4 

(2)  Additional  exemption  for  children  earning  income 

.  1 

Total  exemptions.      .      .         ...    _.  . 

2.6 

.5 

(d)  Tax  credits: 

(1)  Dividend  credit            .    . 

.3 

(2)  Retirement  income  credit .          ..  

.1 

Total  tax  credits 

4 

(e)  Withholding  on  interest  and  dividends.         ..         ...        .  ...  . 

4.5 
58.9 
208.3 

.8 

(/)  Total  of  exclusions,  deductions,  exemptions,  credits,  and  with- 
holding...    -._  _  .  -_  ...      ..     .     .     ...  _ 

14.0 

3.  Equals  new  tax  base  and  yield  under  present  law  rates   (line  1  plus 
line  2(f)) 

48.4 

4.  Add  effect  of  removing  rate  advantages  of  income  splitting ..  

4.0 

5.  Equals  new  tax  base  and  yield  assuming  removal  of  rate  advantages  of 
income  splitting ...  

208.3 

52.4 

»  Less  than  $50,000,000. 

Note.— See  the  appendix  for  a  description  of  sources  and  methods. 

above.  Taxable  incomes  in  1957  would  have  been  $58.9  billion  larger 
than  the  $149.4  billion  actually  reported  by  individuals  on  their  tax 
returns.  This  increase  in  the  tax  base,  combined  with  the  revenue 
that  could  have  been  added  by  eliminating  the  tax  credits  for  retire- 
ment income  and  dividends,  would  have  raised  the  total  yield  of  the 
present  rate  structure  from  $34.4  billion  to  $48.4  billion — an  increase 
of  $14  billion  or  more  than  40  percent.  If,  in  addition,  the  taxable 
income  brackets  for  married  couples  had  been  halved  to  remove  the 
rate  advantages  of  income  splitting,  the  yield  would  have  been  in- 
creased to  $52.4  billion — an  increase  of  more  than  50  percent.    Al- 


45 


REVISION   OF  THE    FEDERAL   INCOME   TAX    LAWS 


ternatively,  the  present  yield  could  have  been  maintained  and  the 
tax  rates  reduced  by  an  average  of  30  percent  or  331/^  percent,  de- 
pending on  the  decision  with  respect  to  income  splitting. 

When  translated  into  actual  tax  rates,  the  potential  reductions  are 
impressive.  Under  present  law,  the  rates  begin  at  20  percent  on  the 
first  $2,000  of  taxable  income  and  rise  to  a  maximum  of  91  percent 
on  taxable  incomes  in  excess  of  $200,000.  If  the  rates  were  reduced 
proportionately  by  30  percent,  they  would  range  from  14  percent  in 
the  first  bracket  to  64  percent  in  the  top  bracket.  If  they  were  re- 
duced by  a  third,  they  would  range  from  13  percent  to  a  maximum  of 
61  percent. 

These  calculations  provide  an  approximate  upper  limit  to  the  rate 
reductions  that  would  be  feasible  if  the  income  tax  were  broadened. 
Obviously,  it  is  a  matter  of  personal  judgment  as  to  how  far  this  re- 
vision should  go.  One  thing  is  clear,  however.  Pressures  for  new 
preferential  provisions  continue  to  be  made  by  taxpayers  who  feel 
that  the  tax  law  discriminates  against  them.  The  only  way  to  resist 
these  pressures  is  to  remove  the  provisions  creating  these  pressures. 
Thus,  it  will  be  difficult  to  avoid  further  erosion  of  the  tax  base  unless 
this  route  is  taken — though  it  may  not  be  necessary  to  go  as  far  as 
logic  has  taken  us  in  the  foregoing  discussion. 

Appendix 
Sources  and  Methods  Used  To  Estimate  the  Tax  Base  and  Yield  of  a 

COMPEEHENSIVE  INCOME  TaX  IN  1957   (TABLE  8) 

The  basic  sources  for  these  calculations  were  statistics  from  the  national 
income  accounts  prepared  by  the  Department  of  Commerce  and  the  tabula- 
tions of  individual  income  tax  returns  prepared  by  the  Internal  Revenue  Serv- 
ice. Except  as  otherwise  noted,  the  source  of  national  income  data  was  "U.S. 
Income  and  Output,  A  Supplement  to  the  Survey  of  Current  Business,"  De- 
partment of  Commerce,  1958  (as  revised  in  the  "Survey  of  Current  Business," 
July  1959),  and  the  source  of  tax  return  data  was  "Statistics  of  Income,"  In- 
ternal Revenue  Service,  Treasury  Department.  In  the  following  description,  the 
former  source  is  abbreviated  10  and  the  latter  SI. 

column  1  :   EFFECT  OF  REVISIONS  ON  TAX  BASE 

The  proportion  of  each  of  the  exclusions  assumed  to  be  received  by  taxable 
and  nontaxable  individuals  is  given  in  the  text,  section  III-A,  4.  The  total 
amounts  of  the  exclusions  were  estimated  as  follows : 

Except  for  the  sick-pay  exclusion,  transfer  payments  and  wage  supplements 
were  taken  directly  from  the  national  income  accounts  (10  table  III-7,  lines 
4,  5,  6,  7,  11,  13,  14,  19,  20,  23).  The  sick-pay  exclusion  is  given  in  SI  for 
1957. 

Net  imputed  rent  of  owner-occupied  homes  is  given  in  10,  table  VII-17, 
line  5. 

Interest  on  life  insurance  savings  was  estimated  by  applying  the  average  yield 
after  tax  on  life  insurance  company  assets  to  the  policy  reserves  of  individuals. 
The  policy  reserves  of  individuals  were  estimated  by  subtracting  the  reserves  of 
insurance  companies  for  pension  plans  from  total  insurance  policy  reserves. 
These  data  are  given  in  the  "Life  Insurance  Fact  Book,"  1958,  pages  38,  39, 
and  62. 

Tax-exempt  interest  was  computed  by  multiplying  the  gross  interest  paid  by 
State  and  local  governments  (shown  in  10,  table  III-2,  line  31)  by  the  ratio  of 
the  amounts  of  such  securities  held  by  individuals  to  the  total  amount  out- 
standing on  June  30,  1957  (computed  from  data  in  the  Annual  Report  of  the 
Secretary  of  the  Treasury,  fiscal  year  ended  June  30,  1958,  table  49,  p.  573). 

Capital  gains  excluded  from  adjusted  gross  income  were  obtained  from  SI 
for  1957. 

The  source  and  assumptions  used  to  estimate  unrealized  capital  gains  trans- 
ferred by  gift  or  death  are  explained  in  the  text,  section  III-A,  3. 
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The  dividend  exclusion  was  taken  from  SI  for  1957. 

Percentage  depletion  was  estimated  by  extrapolating  percentage  depletion  as 
reported  in  SI  for  1945  by  proprietors  and  partners  by  the  amounts  reported  by 
corporations,  as  shown  by  SI  for  1956.  Exploration  and  development  expenses 
are  based  on  estimates  for  1955  by  William  Hellmuth,  "Erosion  of  the  Federal 
Corporation  Income  Tax,"  Federal  Tax  Policy  for  Economic  Growth  and  Sta- 
bility, papers  submitted  to  the  Joint  Economic  Committee,  1955. 

The  total  amounts  of  each  of  the  deductions  on  taxable  returns  were  obtained 
from  table  7  of  the  text.  It  was  assumed  that  all  deductions  for  interest  reported 
on  such  returns  would  be  eliminated. 

For  contributions,  the  amount  shown  in  table  7  was  reduced  by  estimated  con- 
tributions in  excess  of  10  percent  of  adjusted  gross  income  or  $1,000,  whichever 
is  lower.  Estimates  of  the  latter  were  made  by  multiplying  the  charitable  deduc- 
tions in  income  classes  below  $25,000  in  1956  by  5  percent  and  by  subtracting  from 
the  total  deduction  claimed  in  classes  above  $25,000  (the  first  class  in  which 
average  contributions  exceeded  $1,000)  an  amount  equal  to  $1,000  times  the 
number  of  taxpayers. 

For  taxes,  the  amount  shown  in  table  7  was  reduced  by  three-quarters  of  State 
and  local  incomes  taxes  (as  shown  by  10,  table  III-2,  line  3),  on  the  assumption 
that  three-quarters  of  State-local  income  taxes  are  deducted  on  taxable  itemized 
returns. 

For  medical  and  dental  expenses,  the  amount  shown  in  table  7  was  reduced  by 
((1)3  percent  of  adjusted  gross  income  of  those  with  a  medical  expense  deduction, 
less  an  assumed  20  percent  for  those  whose  medical  deduction  is  between  3  and 
5  percent  of  adjusted  gross  income  and  (&)  5  percent  of  adjusted  gross  income 
of  those  over  65  years  of  age  who  itemize  medical  expenses.  Data  on  medical 
expense  by  age  are  given  in  SI  for  1956. 

There  are  no  data  on  casualty  losses  in  excess  of  2  or  3  percent  of  adjusted 
gross  income.  It  was  arbitrarily  assumed  that  the  addition  to  the  tax  base 
resulting  from  this  revision  would  be  25  i)ercent  of  the  amount  shown  in  table  7. 

The  effect  of  eliminating  the  standard  deduction  was  computed  on  the  assumj)- 
tion  that  taxpayers  who  now  elect  the  standard  deduction  (as  shown  in  SI  for 
1957)  would  claim  deductions  equal  to  2  percent  of  their  adjusted  gross  income. 

The  additional  exemptions  for  age  claimed  on  taxable  returns  were  calculated 
by  multiplying  the  estimated  number  of  such  exemptions  (as  shown  in  SI  for 
1956)  by  $600.  It  was  assumed  the  additional  exemptions  for  blindness  are  negli- 
gible. 

The  additional  exemptions  for  children  earning  more  than  $600  were  obtained 
by  capitalizing  the  revenue  loss  estimated  by  the  Treasury  Department  (Annual 
Report  of  the  Secretary  of  the  Treasury,  fiscal  year  ended  June  30,  1954,  table  I, 
p.  247).  It  was  assumed  that  the  same  amount  would  be  added  to  the  tax  base 
if  taxpayers  were  required  to  include  in  their  returns  the  incomes  of  their  de- 
pendents in  excess  of  $100  or  $200. 

The  estimate  of  the  gap  between  dividends  and  interest  paid  to  individuals  and 
the  amounts  not  reported  on  taxable  individual  returns  are  based  on  the  work 
of  Prof.  Daniel  Holland.  See  his  paper  in  this  compendium  entitled  "Under- 
reporting of  Dividends  and  Interest  on  Tax  Returns." 

COLUMN  2.    EFFECT   OF  REVISIONS  ON  REVENUE  YIELD 

In  computing  the  revenue  yield  of  the  additions  to  the  tax  base  shown  in  tne 
first  column,  it  was  assumed  that  the  average  marginal  rate  would  be  equal  to 
the  average  effective  rate  on  taxable  income  in  1957  (23  percent)  for  the  follow- 
ing items :  Net  imputed  rent  on  owner-occupied  homes,  interest  on  life  insurance 
savings,  unrealized  capital  gains  transferred  by  gift  or  at  death,  the  dividend 
exclusion,  and  all  deductions  other  than  the  standard  deduction.  For  the  follow- 
ing items,  it  was  assumed  that  the  average  marginal  rate  would  be  equal  to  the 
present  first  bracket  rate  of  20  percent:  transfer  payments  and  wage  supple- 
ments, the  standard  deduction,  and  the  personal  exemptions.  For  withholding 
on  interest  and  dividends,  it  was  assumed  that  the  average  marginal  rate  would 
be  equal  to  the  present  first  bracket  rate,  after  allowing  for  the  10  percent 
standard  deduction.  For  tax-exempt  interest  and  percentage  depletion  and  ex- 
ploration and  development  expenses,  it  was  assumed  that  the  average  marginal 
rate  would  be  50  percent. 

The  revenue  effect  of  income  splitting  was  calculated  from  data  in  SI  for  1956. 
The  estimated  revenue  effect  of  the  exclusion  for  long-term  capital  gains  and  of 
the  dividend  and  retirement  income  credits  is  based  on  SI  for  1957. 
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Income  Splitting 

by  Joseph  A.  Pechman 

The  enactment  of  income  splitting  in  1948  was  an  event  of  major 
importance  in  the  history  of  the  Federal  individual  income  tax.  Up 
to  that  time,  the  income  tax  discriminated  among  married  couples 
in  two  respects :  (1)  couples  residing  in  eight  States  were  able  to  split 
their  income  for  tax  purposes  by  virtue  of  their  conmiunity  property 
laws  and  (2)  married  couples  in  non-community-property  States  paid 
less  tax  if  each  spouse  had  income  than  if  one  spouse  received  all  the 
income.  By  permitting  all  married  couples  to  split  their  incomes  for 
tax  purposes,  the  Revenue  Act  of  1948  removed  these  sources  of  dis- 
crimination. Married  couples  with  the  same  total  income,  deduc- 
tions, and  exemptions  now  pay  the  same  tax,  regardless  of  their  State 
of  residence  or  the  proportions  in  which  the  income  is  divided  between 
the  spouses. 

There  is  no  question  that  the  removal  of  these  inequalities  in  the 
tax  treatment  of  married  couples  was  long  overdue.  Apart  from  the 
discrimination  issue,  serious  problems  of  administration  and  enforce- 
ment were  developing.  In  the  yea'rs  immediately  preceding  tlie  uni- 
versalization  of  income  splitting,  there  was  a  growing  movement 
among  non-community-property  States  to  obtain  for  their  residents 
the  income  tax  advantages  of  community  property.  By  1948,  Okla- 
homa, Hawaii,  Oregon,  Nebraska,  and  Michigan  had  switched  to  the 
community  property  system  and  other  States  were  preparing  to  fol- 
low suit.  In  addition,  the  practice  of  splitting  investment  and  busi- 
ness income  between  husbands  and  wives  through  gifts,  trusts,  family 
partnerships,  and  other  arrangements,  was  spreading. 

Thus,  longstanding  property  arrangements  were  being  overthrown, 
either  by  the  State  legislatures  or  private  action,  entii^ly  for  tax  con- 
siderations. Without  congressional  action,  it  is  doubtful  whether  the 
Internal  Revenue  Service  would  have  been  able  to  cope  with  the  sheer 
administrative  problem  of  passing  on  the  thousands  of  close  cases, 
and  the  litigation  on  tax  and  other  questions  growing  out  of  the  new, 
hastily  drawn,  community  property  laws  would  have  swamped  the 
courts  for  yea'rs.  Income  splitting  brought  order  into  this  chaotic 
situation  almost  immediately.  The  community  property  laws  in  all 
but  the  original  eight  community  property  States  were  soon  repealed, 
and  the  private  splitting  arrangements  between  husbands  and  wives 
became  much  less  significant  and,  in  most  cases,  irrelevant,  from  the 
standpoint  of  income  tax  administration. 

Although  the  equalization  of  tax  burdens  among  married  couples 
with  the  same  combined  income  is  generally  considered  to  be  a  note- 
worthy achievement,  income  splitting  is  still  the  subject  of  great  con- 
troversy.   The  principal  points  of  contention  are  the  effect  of  income 


*  The  views  expressed  herein   do   not  necessarily  reflect  those  of   the  trustees,   officers, 
and  other  staff  members  of  the  Committee  for  Economic  Development. 
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splitting,  first,  on  the  progressivity  of  the  income  tax  and,  second,  on 
the  relative  tax  burdens  of  married  couples  and  single  persons. 

As  might  be  expected,  most  of  the  discussion  has  been  concentrated 
on  the  progressivity  effect.  Under  present  rates  and  at  current  in- 
come levels,  income  splitting  reduces  the  tax  liabilities  of  married 
couples  with  combined  incomes  above  the  first  taxable  income  bracket 
by  more  than  $4  billion  per  year.  Its  major  impact  is,  therefore,  to 
reduce  the  tax  burdens  of  high-income  taxpayers  relative  to  those  in 
the  lowest  bracket.  Those  we  believe  that  progressivity  has  been 
overdone  favor  this  redistribution  of  tax  burdens,  while  those  who  be- 
lieve that  high-income  taxpayers  are  undertaxed  oppose  it.  This  dif- 
ference of  opinion  is  merely  a  reflection  of  a  basic  disagreement  re- 
garding the  equity  of  the  distribution  of  tax  burdens  by  income  levels, 
and  I  have  nothing  to  add  to  this  controversy.  However,  even  if  there 
were  agreement  in  a  general  way  on  how  much  the  wealthy  should  be 
taxed  relative  to  the  poor,  it  is  still  appropriate  to  ask  whether  in- 
come splitting  is  the  best  way  to  implement  this  decision. 

The  answer  to  this  question  depends  on  whether  one  agrees  that  the 
$4  billion  differential  now  enjoyed  by  high-income  taxpayers  should 
be  allocated  to  these  income  levels  on  the  basis  of  marital  status.  This, 
in  turn,  depends  on  whether  one  agrees  with  the  basic  assumption  of 
present  law  that  a  married  couple  should  be  regarded  for  tax  purposes 
as  two  single  people  each  with  half  the  combined  income  of  the  couple. 
While  this  assumption  does  not  seem  unreasonable,  it  raises  difficult 
analytical  and  practical  problems  which  have  been  largely  ignored  by 
the  Congress  and  the  married  public  in  recent  years.  As  a  result,  the 
present  tax  treatment  of  single  persons  is  in  a  highly  unsatisfactory 
state,  and  demands  for  corrective  action  will  undoubtedly  be  heard  the 
next  time  tax  revision  is  seriously  considered.  This  paper  is  an  attempt 
to  explain  the  issues  and  to  present  alternative  solutions. 

I  will  argue  that  (1)  husband  and  wife  should  be  regarded  as  one 
taxpaying  unit,  as  they  are  regarded  under  present  law,  but  (2)  the 
most  practical  way  to  allow  for  differences  in  the  taxpaying  abilities 
among  taxpayer  units  is  through  the  personal  exemptions  and 
deductions.  It  follows  that  the  distinction  now  made  between  married 
couples  and  single  persons  after  taxable  income  (i.e.,  income  after 
exemptions  and  deductions)  has  been  determined  is  not  justified.  (It 
might  be  of  interest  to  the  reader  to  note  that  I  am  married  and, 
therefore,  have  no  personal  motive  for  holding  these  views.) 

I.    THE   NATURE   OF   INCOME    SPLITTING 

Before  proceeding  to  the  discussion  of  the  relative  tax  burdens  of 
single  and  married  persons,  it  is  important  to  remove  a  common  mis- 
conception about  income  splitting  that  accounts  for  at  least  some  of 
the  present  difficulties  and  anchronisms  in  the  taxation  of  single  per- 
sons. It  is  generally  assumed  that,  if  the  tax  liabilities  of  married 
persons  were  raised  relative  to  those  of  single  persons,  the  former 
discrimination  between  residents  of  community  and  non-community- 
property  States  would  be  restored.  This  assumption  is  a  natural  one 
to  make,  since  income  splitting  has  been  associated  in  the  public  mind 
almost  exclusively  with  the  community  property  problem.  But  the 
fact  of  the  matter  is  that  it  is  quite  feasible  technically  to  alter  the 
relative  tax  burdens  of  single  and  married  persons  without  restoring 
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the  former  geographic  inequalities  in  the  tax  burdens  of  married 
persons. 

A .  The  mechanics  of  income  splitting 

The  decision  to  permit  married  couples  to  split  their  incomes  for 
tax  purposes  really  consisted  of  two  separate  steps.  First,  it  was 
decided  to  tax  the  income  of  husbands  and  wives  as  a  single  taxpaying 
unit.  This  was  done  by  requiring  all  couples  who  wished  to  take 
advantage  of  income  splitting  to  file  a  joint  return.  The  second  step 
was  to  permit  married  couples  filing  joint  returns  to  calculate  the  tax 
liability  on  half  their  income  on  the  basis  of  the  rate  schedule  used 
by  single  persons  and  then  to  multiply  the  result  by  two. 

It  was  the  first  of  these  two  steps  that  settled  for  all  time  the  old  con- 
troversy between  residents  of  community  and  non-community-property 
States.  But  it  was  not  necessary  to  use  the  rate  schedule  applying  to 
single  people  to  enforce  geographic  equality :  any  rate  schedule  would 
have  served  the  purpose  so  long  as  married  person  filing  separate 
returns  had  been  required  to  use  the  same  schedule  as  the  one  used  by 
married  couples  filing  joint  returns. 

This  point  may  be  illustrated  by  the  following  simple  illustration. 
Suppose  two  couples  have  $4,000  of  taxable  income,  and  one  resides 
in  a  community  property  State  while  the  other  resides  in  a  non- 
community-property  State.  Suppose  also  that  the  following  hypo- 
thetical rate  schedule  applies  to  taxable  incomes  up  to  $2,000 : 

Tom  rate 
Taxable  income :  iv^rcenty 

0  to  $500 5 

$500  to  $1,000 10 

$1,000  to  $1,500 15 

$1,500  to  $2,000 20 

We  now  require  each  of  these  married  couples  to  use  this  rate  sched- 
ule, but  we  permit  them  to  split  their  incomes  only  if  they  file  a  joint 
return.  Suppose  the  married  couple  in  the  non-community-property 
State  chooses  to  file  a  joint  return,  while  the  couple  in  the  community 
property  State  files  separate  returns.  The  couple  filing  a  joint  return 
would  first  compute  the  tax  liability  on  $2,000  ($250)  and  then 
multiply  the  result  by  2,  giving  a  total  of  $500.  The  husband  and 
wife  of  the  couple  filing  separate  returns  would  each  pay  $250  and  their 
total  tax  would  also  be  $500. 

It  is  to  be  noted  that  nothing  has  been  said  so  far  about  the  rates 
applying  to  single  people.  This  was  deliberate  because  my  purpose 
has  been  to  show  how  income  splitting  enforces  equality  among  mar- 
ried couples  irrespective  of  the  legal  division  of  income  among  them, 
provided  the  privilege  of  income  splitting  is  granted  only  for  those 
who  file  joint  returns  and  those  who  file  separate  returns  are  required 
to  use  the  same  rate  schedule.  Single  people  may  use  the  same  sched- 
ule (as  they  do  under  present  law)  or  an  entirely  different  one.  Re- 
gardless of  the  rate  schedule  applying  to  single  people,  married  cou- 
pls  with  the  same  taxable  income  would  still  pay  the  same  tax. 

Is  it  possible  to  legislate  different  rate  schedules  for  single  and 
married  people?  Before  1951,  this  question  may  have  given  us 
some  difficulty,  but  the  Revenue  Act  of  1951  showed  that  there  are 
no  serious  practical  or  constitutional  objections  to  the  use  of  more 
than  one  rate  schedule.     Under  that  act,  some  single  people,  defined 
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as  *'heads  of  households,"  were  g^ven  half  the  advantage  of  in- 
come splitting.  To  avoid  the  problems  of  computing  tax  liabilities 
with  and  without  income  splitting  and  then  averaging  the  two,  a 
rate  schedule  approximating  this  result  was  written  into  the  Internal 
Revenue  Code.  But  the  code  makes  no  reference  to  the  method  used 
to  calculate  the  schedule  for  heads  of  households;  it  looks  like  any 
other  schedule  that  might  have  been  calculated  without  reference 
to  income  splitting.  To  my  knowledge,  no  one  has  challenged  the 
power  of  Congress  to  differentiate  between  heads  of  households  and 
others  in  this  way.  And  there  is  little  doubt  that  Congress  could 
also  legislate,  if  it  wished,  different  rate  schedules  for  single  persons 
generally  and  married  couples — or  for  other  categories  of  taxpayers, 
for  that  matter,  so  long  as  the  classifications  are  reasonable. 

B.  The  effects  of  income  splitting 

Wliile  we  have  established  that  income  splitting  would  not  have 
required  the  use  of  the  same  rate  schedules  for  single  persons  and 
married  couples,  the  decision  in  1948  was  to  take  this  route.  The 
practical  effect  of  this  step  was  to  double  the  width  of  the  taxable  in- 
come brackets  for  married  couples;  as  a  result,  the  tax  of  a  married 
couple  was  automatically  set  at  twice  the  tax  of  a  single  person  with 
half  as  much  taxable  income. 

Why  the  1948  decision  to  use  the  same  rate  schedule  for  single 
persons  and  married  couples  in  effect  doubled  the  width  of  the  brack- 
ets for  the  latter  should  be  clear  from  the  previous  discussion. 
Whether  they  file  joint  return  or  separate  returns,  married  couples 
use  each  bracket  twice.  As  a  result,  the  starting  rate  of  20  percent 
now  covers  the  first  $4,000  of  taxable  income  of  married  couples,  in- 
stead of  the  first  $2,000 ;  the  next  rate — 22  percent — covers  the  second 
$4,000  of  their  taxable  income,  instead  of  the  second  $2,000;  and  so 
on. 

The  tax  advantages  actually  enjoyed  by  married  couples  at  different 
points  on  the  taxable  income  scale  depend  on  the  width  of  the  brack- 
ets and  the  rate  of  graduation  in  the  basic  schedule  used  for  cal- 
culating one-half  the  tax  on  their  combined  income.  As  table  1 
shows,  under  present  law,  married  couples  and  single  persons  pay 
the  same  tax  at  and  below  $2,000  of  taxable  income,  which  is  the  top 
limit  of  the  first  taxable  income  bracket  for  single  persons.  There- 
after, the  tax  on  married  couplies  is  always  lower  than  the  tax  on 
single  persons.  Below  $5,000,  the  tax  advantages  of  married  couples 
are  small  both  in  dollar  amounts  and  in  relative  terms,  but  they  rise 
substantially  beyond  this  point.  The  maximum  difference  in  percent- 
age terms  occurs  at  $24,000  of  taxable  income,  where  married  couples 
pay  29  percent  less  tax  than  single  j)eople.  In  dollar  terms,  the  tax 
advantage  of  married  couples  keeps  rising  until  it  reaches  a  maximum 
of  $25,180  at  $400,000. 

The  actual  rate  schedules  applying  to  the  taxable  incomes  of  mar- 
ried couples  and  single  persons  under  present  law  are  compared  in 
table  2. 
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Table  1. — Comparison  of  taw  liahilities  of  single  persona  and  married  couples 

under  present  law 


Tax  liabilities 

Difference 

Taxable  income 

Single 
persons 

Married 
couples 

Amount 

Percent 

of  single 

person's 

tax 

$2,000 

$400 

1,100 

2,640 

4,730 

7,260 

9,560 

13,220 

26,820 

67,320 

156,820 

338, 870 

$400 

1,020 

2,200 

3,620 

5,280 

6,800 

9,460 

20,330 

63,640 

134, 640 

313, 640 

$5,000          

$80 

440 

1,110 

1,980 

2,760 

3,760 

6,520 

13,680 

22,180 

25,180 

7.3 

$10,000 

16.7 

$15,000     _. 

23.5 

$20,000 

27.3 

$24,000 

28.9 

$30,000         .                     

28  4 

$50,000 

24.3 

$100,000 

20.3 

$200,000 

14.1 

$400,000 

7.4 

Table  2.- 


■Comparison  of  marginal  tax  rates  for  single  persons  and  married 
couples,  under  present  law 


Taxable  income  bracket 

Single  persons 
(percent) 

Married 
couples  filing 
joint  returns 

(percent) 

0  to  $2,000.. 

20 
22 
26 
30 
34 
38 
43 
47 
50 
53 
66 
59 
69 
62 
62 
65 
65 
69 
69 
72 
75 
75 
78 
78 
81 
81 
84 
84 
87 
89 
89 
89 
90 
90 
90 
91 
91 
91 

20 

$2,000  to  $4,000 — 

20 

$4  000  to  $6,000 

22 

$6,000  to  $8,000     

22 

$8  000  to  $10,000 

26 

$10,000  to  $12,000    

26 

$12,000  to  $14,000 

30 

$14,000  to  $16,000    

30 

$16,000  to  $18,000 

34 

$18,000  to  $20,000 

34 

$20,000  to  $22,000                —                       _          .  _      _      

38 

$22,000  to  $24,000 _. 

38 

$24,000  to  $26,000      __ 

43 

$26,000  to  $28,000 

43 

$28,000  to  $32,000      

47 

$32,000  to  $36,000 - __ 

50 

$36,000  to  $38,000    

63 

$38,000  to  $40,000 — 

53 

$40,000  to  $44,000      

66 

$44  000  to  $50,000 

59 

$50,000  to  $52,000    

69 

$52,000  to  $60,000                                  __                 

62 

$60,000  to  $64,000 

62 

$64,000  to  $70,000               - _ 

65 

$70,000  to  $76,000 

65 

$76,000  to  $80,000    

69 

$80  000  to  $88  000 

69 

$88,000  to  $90,000 _ -. 

72 

$90,000  to  $100,000       - 

72 

$100,000  to  $120,000 _- 

75 

$120,000  to  $140,000         

78 

$140,000  to  $150,000 

81 

$150,000  to  $160,000      

81 

$160,000  to  $180,000                                                                                           

84 

$180,000  to  $200,000 

87 

$200,000  to  $300,000                                 ..                                         

89 

$300,000  to  $400,000 

90 

$400,000  and  over  »      

91 

1  Subject  to  maximum  efiFective  rate  limitation  of  87  percent. 
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The  rates  are,  Of  course,  the  same  on  the  first  $2,000  of  taxable 
income.  At  the  $2,000  level,  they  begin  to  diverge  and  the  rate  of  di- 
vergence rises  until  the  $22,000-$24,000  bracket,  where  the  rate  for 
single  persons  exceeds  the  rate  for  married  couples  by  21  percentage 
points.  Beyond  this  point  the  difference  in  the  rat«s  narrows  until 
$400,000,  which  is  the  lower  limit  of  the  top  bracket  for  married 
couples.  Above  $400,000,  the  top  bracket  rate  of  91  percent  applies  to 
both  single  persons  and  married  couples. 

Clearly,  the  widening  of  the  brackets  for  married  couples  has  sub- 
stantially affected  the  progressivity  and  yield  of  the  income  tax.  In 
1956,  the  latest  year  for  which  data  are  now  available,  the  total  in- 
dividual income  tax  base  (exclusive  of  capital  gains  subject  to  the 
alternative  rate)  was  $140  billion.  Of  this  total,  $95  billion,  or  68 
percent,  was  concentrated  in  the  first  bracket  and  only  11  percent 
was  subject  to  rates  in  excess  of  the  third  bracket  rate  of  25  percent 
(table  3).  By  contrast,  if  the  rates  applying  to  married  couples 
after  income  splitting  had  been  the  same  as  the  rates  for  single  per- 
sons, only  49  percent  of  the  tax  base  would  have  been  in  the  first  bracket 
and  18  percent  would  have  been  subject  to  rates  in  excess  of  26  percent. 
Under  this  latter  system,  the  yield  of  the  individual  income  tax  would 
have  been  $3.8  billion  larger  than  it  actually  was  in  1956. 

This  effect  on  the  progressivity  of  the  income  tax  could  be  precisely 
offset  by  permitting  married  couples  to  continue  to  split  their  incomes, 
but  requiring  them  to  use  a  rate  schedule  with  brackets  half  as  wide  as 
the  brackets  in  the  schedule  applying  to  single  persons.  In  this  way, 
the  geographic  uniformity  in  the  tax  burdens  of  married  couples  would 
be  retained,  but  the  rate  advantages  of  income  splitting  would  be 
eliminated.  If  the  resulting  progression  is  regarded  as  too  extreme, 
it  is  possible  to  devise  rate  schedules  to  offset  any  desired  percent- 
ages of  the  tax  advantages  of  the  double  brackets  now  used  by  married 
couples. 


Table  3. — Distribution  of  taxable  income  by  rate  brackets, 

income  splitting,  1956 

with  and  without 

Rates 

Taxable  income  with 
income  splitting 

Taxable  income  without 
income  splittiug 

Taxable  income  brackets 

Amount 
(billions) 

Percent 
distribu- 
tion 

Amount 
(billions) 

Percent 
distribu- 
tion 

Oto  $2,000 

Percent 
20 
22 
26 
30 
34 
38-91 

$95. 1 
23.5 
6.9 
3.6 
2.3 
9.0 

67.7 
16.8 
4.9 
2.6 
1.6 
6.4 

$69.0 
32.9 
13.1 
5.9 
3.6 
15.9 

49  1 

$2,000  to  $4,000    . 

23  4 

$4,000  to  $fi,000 

9.3 

$6,000  to  $K,000 

4.  2 

$8,000  to  $10,000..     .. 

2  6 

$10,000  and  over. .- . . 

11.3 

Total 

140.4 

100.0 

140.4 

100  0 

Note.— Taxable  income  excludes  capital  gains  subject  to  the  alternative  tax  rate.    Percentages  were 
computed  on  the  basis  of  unrounded  figures. 

Source:  "Statietic  of  Income,  Individual  Income  Tax  Returns  for  1956." 

But  whatever  rates  are  used,  present  law  will  always  tax  a  married 
couple  as  if  it  consisted  of  two  single  people  each  with  half  their  com- 
bined income.    As  the  subsequent  discussion  will  indicate,  it  is  by  no 
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means  clear  that  this  relationship  is  an  equitable  one.  Moreover,  it 
has  already  been  upset  to  an  important  extent  by  the  adoption  of  the 
head  of  household  provision. 

II.    CRITERIA     rOR    JUDGING    THE    FAIRNESS     OF    RELATIVE     TAX     BURDENS 
OF    SINGLE   AND   MARRIED  PERSONS 

The  classic  argument  in  favor  of  the  present  2 : 1  relationship  be- 
tween the  tax  liabilities  of  married  couples  and  single  persons  is  that 
husband  and  wife  usually  share  their  combined  income  equally.  For 
most  families,  the  largest  portion  of  the  budget  goes  for  consumption, 
and  savings  are  ordinarily  set  aside  for  the  children  or  for  the  enjoy- 
ment of  all  members  of  the  family.  Two  conclusions  follow  if  this 
view  is  accepted:  First,  married  couples  with  the  same  combined  in- 
come should  pay  the  same  tax,  irrespective  of  the  legal  division  of 
income  among  them;  second,  the  tax  liabilities  of  married  couples 
should  be  computed  as  if  their  income  is  divided  equally  between  the 
two  spouses. 

Much  of  the  public  debate  before  income  splitting  was  adopted  was 
concerned  with  the  effect  of  the  legal  division  of  income  among  spouses 
on  the  taxpaying  ability  of  married  couples.  This  question  was  never 
resolved  directly  because  income  splitting  was  forced  on  the  Congress 
by  the  community  property  movement  among  the  States.  But,  as  a 
result  of  income  splitting,  married  couples  are  treated  as  one  taxpay- 
ing unit — simply  because  it  is  granted  only  to  those  who  hie  joint  re- 
turns, while  those  who  file  separate  returns  are  no  better  off.  With  the 
distribution  of  tax  liabilities  among  married  couples  already  decided, 
the  only  remaining  problem  is  whether  the  relationship  between  their 
tax  liabilities  and  those  of  single  persons  is  equitable. 

The  question  at  issue  is  whether  the  sharing  argument,  which  justi- 
fies treating  husband  and  wife  as  one  taxpayer  unit,  also  justifies  tax- 
ing them  as  if  they  were  two  single  persons,  each  with  one-half  their 
combined  income.  Let  us  grant  that  married  couples  share  their  in- 
comes equally.  But  suppose  that  the  world  consisted  only  of  couples 
with  only  one  income  recipient  and  single  persons  who  live  alone. 
Would  the  2: 1  relationship  be  equitable  in  such  a  world?  I  believe 
the  answer  would  be  clearly  "jSFo.''  The  acquisition  of  a  spouse  by  a 
single  person  would  justify  granting  him  an  additional  exemption, 
but  it  is  hard  to  see  why  it  would  justify  any  other  tax  advantage.  To 
put  it  in  another  way,  it  is  difficult  to  justify  giving  the  type  of  vari- 
able tax  rebates  shown  in  table  1  to  people  who  prefer  to  spend  part  of 
their  income  on  a  wife  rather  than  to  spend  it  in  other  ways. 

Some  people  arrive  at  this  conclusion  by  arguing  that  the  tax  law 
should  recognize  that  there  are  economies  in  marriage.  The  cost  of 
housing  and  food,  for  example,  may  be  lower  for  married  couples  than 
for  single  persons  living  separately.  Moreover,  the  income  tax  makes 
no  allowance  for  the  value  of  a  housewife's  service.  Thus,  it  is  argued, 
married  couples  with  one  income  have  more  ability  to  pay  than  two 
single  persons  with  the  same  total  income.  However,  I  do  not  believe 
this  line  of  argument  to  be  persuasive.  In  the  first  place,  there  may 
be  diseconomies  as  well  as  economies  in  marrage.  Second,  there  is  no 
way  of  measuring  what  the  net  economies  of  married  couples  may  be 
at  different  income  levels.    Third,  even  if  these  measurements  could 
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be  made,  it  would  be  difficult  to  devise  simple  rate  schedules  that  would 
make  the  differentiation  desired  at  every  income  level.  If  there  are 
differences  in  living  costs,  the  only  practical  way  to  make  the  neces- 
sary differentiation  is  to  adjust  the  personal  exemptions.  (While  this 
paper  is  not  concerned  with  the  personal  exemptions,  it  might  be  noted 
parenthetically  that  a  good  case  can  be  made  against  the  per  capita 
exemption  on  the  basis  of  differences  in  living  costs.) 

In  a  world  consisting  not  only  of  married  couples  with  one  income, 
but  also  of  single  persons  who  share  incomes  to  some  extent  and  mar- 
ried couples  with  two  incomes,  the  problem  is  more  complicated.  If 
two  or  more  single  people  share  the  same  household,  it  would  be  logi- 
cal to  treat  the  household  like  the  household  of  a  married  couple; 
i.e.,  to  aggregate  the  incomes  of  the  adult  members  for  tax  purposes. 
But  single  persons  who  share  the  same  household  often  do  not  put 
all  of  their  incomes  at  the  disposal  of  the  household.  To  the  extent 
that  some  sharing  exists  in  these  arrangements,  it  might  be  appropri- 
ate to  levy  a  higher  tax  on  those  single  persons  who  benefit  from  them 
than  on  those  who  do  not.  Taxing  both  groups  more  heavily  than 
married  couples,  as  we  do  today,  does  not  solve  the  problem. 

The  case  where  both  husband  and  wife  receive  income  is  probably 
used  most  frequently  to  support  the  present  method  of  differentiating 
between  single  persons  and  married  couples.  Wliy,  it  is  asked,  should 
two  single  people  with  the  same  income  pay  more  tax  after  they  are 
married  than  before?  I  believe  that  those  who  pose  the  question  in 
this  way  do  not  really  agree  with  the  basic  assumption  of  present  law 
that  the  income  of  husbands  and  wives  should  be  aggregated  for  tax 
purposes.  They  forget  that,  under  the  present  system,  two  single 
people  with  unequal  incomes  often  pay  substantially  less  tax  after 
they  are  married  than  before.  If  those  with  equal  incomes  should 
pay  the  same  tax  before  and  after  they  are  married,  it  would  be  equally 
as  plausible  to  argue  that  those  with  unequal  incomes  should  not  re- 
ceive a  tax  reduction  after  marriage.  In  other  words,  use  of  the  tax 
status  of  the  individuals  before  marriage  as  the  standard  for  judging 
the  equity  of  tax  burdens  after  marriage  undermines  the  entire  case  for 
equalizing  the  taxes  of  all  married  couples  with  the  same  total  incomes. 
And,  if  this  principle  of  aggregation  is  not  acceptable,  we  might  just 
as  well  return  to  the  old  system  of  taxation  on  the  basis  of  the  legal 
division  of  income  between  the  spouses. 

It  is  possible,  of  course,  to  differentiate  among  taxpayer  units  by 
varying  the  personal  exemptions  to  take  account  of  the  number  of 
persons  in  each  unit.  But,  once  the  personal  exemptions  have  been 
set,  departures  from  the  principle  that  taxpayer  units  with  the  same 
taxable  income  should  bear  the  same  tax  are  likely  to  create  many  more 
problems  than  they  solve. 

An  exception  from  this  generalization  might  be  made,  however,  for 
married  couples  with  both  spouses  working.  Aside  from  the  fact  that 
such  a  couple  does  not  enjoy  as  much  imputed  income  as  it  would 
enjoy  if  the  wife  remained  at  home,  it  incurs  other  money  outlays 
that  are  directly  attributable  to  the  wife's  employment.  If  the  ex- 
penses necessary  for  the  production  of  her  gross  income  were  measur- 
able, the  theory  of  income  taxation  would  require  that  these  be  allow- 
able as  deductions  in  computing  the  amount  of  her  net  income.  Since 
it  is  impossible  to  make  such  fine  distinctions,  the  only  practical 
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remedy  would  be  to  permit  working  wives  to  deduct  some  arbitrary 
percentage  of  their  gross  income  (with  a  maximum  dollar  limit) .  But 
it  is  obvious  that  income  splitting  could  not  possibly  be  justified  on 
this  basis. 

One  of  the  major  reasons  for  the  widespread  acceptance  of  the  con- 
sequences of  income  splitting  may  well  be  the  fact  that  the  present 
system  of  personal  exemptions  does  not  differentiate  adequately  among 
taxpayers  with  and  without  dependents  in  the  middle  income  brackets, 
say,  $10,000  to  $25,000,  where  the  relative -advantages  of  income  split- 
ting are  large.  Single  people,  it  is  felt,  should  be  taxed  more  heavily 
than  married  couples  in  these  brackets  because  they  do  not  bear  the 
costs  and  responsibilities  of  rearing  children.  But  it  should  be  clear 
that  taxing  husband  and  wife  as  if  they  are  two  single  people  does  not 
differentiate  among  taxpayers  in  this  respect,  since  the  tax  benefit  is 
the  same  whether  or  not  there  are  children  in  the  family. 

If  the  family  allowances  in  the  middle  income  brackets  are  too  low, 
the  appropriate  remedy  would  be  to  adjust  these  allowances  directly! 
For  example,  the  exemption  system  might  be  revised  to  allow  a  deduc- 
tion of  6  percent  of  adjusted  gross  income  for  the  taxpayer  and  his 
dependents,  with  a  mimimum  of  $600  and  a  maximum  of  $1,500  for 
each  exemption.  This  would  retain  the  present  per  capita  exemption 
of  $600  for  taxpayers  with  incomes  of  $10,000  or  less  and  would  in- 
crease them  beyond  this  point,  as  incomes  rise,  until  $25,000.  (These 
figures  are  merely  illustrative;  it  would  be  necessary  to  experiment 
with  the  distributions  of  taxpayers  by  number  of  dependents  and  by 
income  classes  to  arrive  at  a  percentage  that  would  not  involve  ex- 
cessive revenue  losses.) 

All  of  this  suggests  that  no  single  criterion  is  adequate  for  deter- 
mining the  correct  relationship  between  the  tax  liabilities  of  all  single 
persons  and  all  married  couples.  One  thing  is  certain,  however.  The 
strict  dichotomy  between  people  who  are  single  and  those  who  are 
married,  which  was  legislated  in  the  original  income  splitting  amend- 
ment enacted  in  1948,  did  not  last  very  long.  Congress  soon  recog- 
nized that  many  single  people  have  responsibilities  similar  to  the  re- 
sponsibilities of  marriage.  As  a  result,  some  single  people  have  al- 
ready been  given  the  same  tax  advantages  as  those  granted  to  married 
people,  while  others  have  been  given  half  these  advantages  through 
the  head  of  household  provision.  The  history  of  this  provision,  and 
its  rather  damaging  implications  for  the  case  in  support  of  the  2 : 1 
relationship,  are  discussed  in  the  following  section. 

in.  THE  HEAD  OF  HOUSEHOU)  PROVISION 

A.  Legislative  history 

This  curious  provision  was  enacted  in  1951  to  mitigate  what  was 
regarded  as  the  harsh  treatment  accorded  to  widows,  widowers,  and 
other  single  persons  with  dependents  under  the  1948  act.  The  problem 
it  was  designed  to  alleviate  may  be  illustrated  by  the  following  ex- 
ample: Assume  two  executives,  each  with  a  wife  and  two  children, 
have  identical  homes.  They  receive  the  same  incomes  and,  in  general, 
spend  their  incomes  in  substantially  the  same  manner.  Now,  suppose 
the  wife  of  one  of  the  executives  dies.  In  the  following  year,  he  was 
required  under  the  original  income  splitting  amendment  to  pay  much 
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higher  taxes  than  his  neighbor — even  though  he  had  to  incure  larger 
expenses  to  run  the  household  than  when  his  wife  was  alive — ^because 
he  was  automatically  denied  the  benefits  of  the  double  tax  brackets 
used  by  married  couples  by  virtue  of  his  status  as  a  single  person.  If 
his  taxable  income  was  $20,000  before  his  wife  died,  he  paid  a  tax  of 
$5,280.  After  his  wife  died,  his  taxable  income  was  $20,600,  and  his 
tax  was  increased  by  $2,256  to  $7,536.  The  loss  of  the  exemption  was 
worth  only  $336  in  tax,  so  t^at  the  loss  of  income  splitting  accounted 
for  $1,920  of  the  tax  increase.  In  the  meantime,  his  more  fortunate 
^lei^hbor  continued  paying  a  tax  of  $5,280. 

In  the  rush  to  adopt  income  splittiivg  in  1948,  this  problem  was 
scarcely  inentioned.  However,  as  soon  as  the  ratis  for  middle-  and 
high-bracket  single  persons  were  raised  above  the  World  War  II 
levels  in  1951,Congress  was  forced  to  act.  The  result  was  a  compro- 
mise that  was  probably  intended  as  a  stopgap  measure  until  a  better 
solution  was  found. 

As  originally  enacted,  the  provision  set  up  a  category  of  unmarried 
taxpayers,  called  heads  of  households,  who  were  permitted  to  com- 
pute their  tax  liabilities  on  the  basis  of  a  special  rate  schedule  giving 
them  half  the  advantage  of  income  splitting.  A  head  of  household 
was  defined  as  a  single  person  who  "maintains  as  his  home  a  household 
which  constitutes  *  *  *  the  principal  place  of  abode"  for  an  un- 
married child  or  grandchild  (whether  or  not  they  qualify  as  depend- 
ents), or  any  other  person  who  is  a  dependent  for  tax  purposes. 

The  provision  was  clearly  defective  in  several  respects.  In  the  first 
place,  it  did  not  really  solve  the  problem  it  was  designed  to  cure. 
True,  the  widow  or  widower  w^ith  small  children  received  half  of  the 
benefits  of  income  splitting,  but  this  was  little  solace  since  the  denial 
of  the  other  half  turned  out  to  be  a  substantial  tax  increase  in  some 
cases.  Second,  the  fact  that  a  dependent  may  not  be  willing,  or  able, 
to  live  in  the  home  of  the  taxpayer  may  increase,  rather  than  decrease, 
the  expenses  of  supporting  him,  yet  the  taxpayer  was  denied  half  the 
benefits  of  income  splitting  because  of  the  place  of  abode"  require- 
ment. Third,  a  taxpayer  was  entitled  to  the  benefits  of  the  provision 
even  though  the  child  or  grandchild  who  makes  him  eligible  for  it 
is  self-supporting  and  is  a  taxpayer  in  his  own  right.  In  extreme 
cases,  the  combined  tax  liability  of  the  taxpayer  and  the  child  may 
be  less  than  the  tax  of  a  married  couple  having  the  same  income. 
Fourth,  and  by  no  means  least  important,  the  provision  added  several 
columns  to  the  simplified  tax  table  and  made  it  unwieldy  and  con- 
fusing for  the  millions  of  taxpayers  who  are  not  affected  by  it. 

These  problems  were  explained  in  detail  to  the  congressional  tax- 
writing  committees  when  the  Internal  Revenue  Code  was  being  rewrit- 
ten in  1954,  and  the  House  version  of  the  new  code  attempted  to  solve 
them.  A  new  category  of  taxpayers — heads  of  families — was  substi- 
tuted for  the  old  heads  of  households.  Heads  of  families  would  have 
been  permitted  to  split  their  incomes  for  tax  purposes,  as  if  they  were 
married.  In  this  way,  the  complaints  of  the  widows  and  widowers 
would  have  been  quieted  and,  at  the  same  time,  the  separate  rate 
schedule  would  have  been  eliminated.  In  addition,  the  dependent 
giving  the  taxpayer  head  of  family  status  would  not  have  been  required 
to  live  in  his  household.  On  the  other  hand,  the  taxpayer  would  have 
been  required  to  support  the  dependent  giving  him  head-of -family 
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status,  thus  eliminating  the  bonus  to  those  who  happened  to  live  with 
self-supporting  children  or  grandchildren.  Only  taxpayers  supporting 
parents,  children,  grandchildren,  and  brothers  and  sisters  would  have 
been  eligible,  presumably  to  limit  the  benefits  to  the  most  deserving 
cases. 

The  Senate  disagreed  with  the  House  and  restored  the  old  head- 
of-household  provision.  In  the  end,  only  two  minor  amendments 
were  adopted  in  the  compromise  between  the  two  versions  of  the  bill. 
First,  widows  and  widowers  with  dependent  children  were  permitted 
to  split  their  incomes  for  2  years  after  the  death  of  their  spouses. 
Thereafter,  they  would  revert  to  the  head-of-household  status  and 
use  the  special  rate  schedule  which  provides  only  half  the  benefits  of 
income  splitting.  Second,  single  persons  who  support  one  or  more 
parents  in  a  separate  home  were  made  eligible  for  half  the  benefits  of 
income  splitting. 

B.  Implications  of  the  head  of  household  frovision 

The  disparities  in  the  tax  burdens  of  single  and  married  persons 
under  the  original  income  splitting  amendment  might  have  survived 
if  the  marital  status  of  an  individual  provided  an  adequate  basis  for 
making  a  distinction  in  taxpaying  capacity,  amounting  to  thousands 
of  dollars  in  some  cases.  The  example  of  the  two  executives  previously 
cited  indicates  how  inequitable  such  a  distinction  can  be.  Even  under 
the  pre- 1944  law,  Congress  was  required  to  raise  the  exemption  of 
a  single  person  with  dependent  children  to  that  of  a  married  person 
because  there  seemed  to  be  little  ground  for  differentiating  between 
the  two  groups.  The  need  for  the  special  exemption  for  heads  of 
families  was  eliminated  by  the  adoption  of  per  capital  exemptions  in 
1944.  But  the  pre-1914  experience  should  have  been  a  clue  that  income 
splitting,  which  provides  far  more  in  tax  benefits  than  the  old  exemp- 
tion, would  soon  be  under  attack  for  the  same  reason. 

The  only  reference  to  this  problem  that  I  have  been  able  to  locate 
is  in  the  Treasury  study  on  family  income,  published  in  1947  ("The 
Tax  Treatment  of  Family  Income,"  Division  of  Tax  Kesearch,  mimeo- 
graph, Press  Service  No.  S-370).  After  pointing  out  that  income 
splitting  would  produce  substantial  differences  in  tax  burdens  between 
high-income  married  couples  and  single  heads  of  families,  the  study 
cautiously  concluded  that— 

it  may  be  necessary  to  consider  in  conjunction  with  a  split-income  plan  the  case 
for  granting  certain  heads  of  households  the  tax  equivalent  of  equal  division  of 
income  in  order  to  place  them  on  a  comparable  basis  with  married  couples. 

It  is  surprising  that  the  Treasury  did  not  realize  that  such  an  ad- 
mission greatly  weakens  the  case  for  keeping  the  relative  tax  burdens 
of  single  and  married  persons  where  they  are  today.  It  implies  that 
there  are  many  circumstances  in  which  there  is  no  difference  between 
the  taxpaying  ability  of  a  married  couple  and  single  persons,  given 
equal  taxable  incomes.  And,  if  tliis  is  true,  the  distinction  present  law 
attempts  to  make  on  the  basis  of  marital  status  must  be  modified  to 
give  some  single  persons  the  tax  advantages  enjoyed  by  married 
couples. 

Once  this  modification  is  made,  other  criteria  are  needed  to  distin- 
guish between  single  people  who  would  be  treated  like  married  couples 
and  those  who  would  not.    The  present  head-of-household  provision 


59 


REVISION  OF  THE   FEDERAL  INCOME  TAX   LAWS 


relies  heavily,  though  not  exclusively,  on  whether  the  single  person 
has  a  closely  related  individual  living  in  his  household.  For  the 
reasons  already  mentioned,  these  criteria  have  turned  out  to  be  quite 
arbitrary,  and  any  other  set  of  criteria  is  likely  to  be  equally  as  arbi- 
trary. I  conclude,  therefore,  that  differentiation  among  taxpayers  on 
any  basis  other  than  personal  exemptions  and  deductions  is  unwork- 
able. 

IV.    ALTERNATIVE    SOLUTIONS 

There  are  three  possible  solutions  to  the  problems  discussed  above. 

The  first  would  be  to  enact  the  provisions  of  the  House  bill  of  1954, 
which  would  have  granted  full  income  splitting  to  single  taxpayers 
who  support  children,  grandchildren,  parents,  or  brothers  and  sisters. 
While  this  solution  would  improve  on  the  present  situation,  it  would 
be  subject  to  the  obvious  criticism  that  a  relationship  test  would  be  at 
least  as  arbitrary  as  a  marital  status  test  for  distinguishing  taxpay- 
ing  ability.  For  example,  a  widower  supporting  his  own  child  would 
have  the  advantages  of  income  splitting,  but  his  neighbor  who  sup- 
ported his  niece  would  not. 

A  second  solution  might  be  to  permit  all  persons  with  dependents 
to  split  their  incomes  for  tax  purposes.  But  a  dependency  test  would 
be  no  better  than  either  the  relationship  or  marital  status  tests.  In 
the  first  place,  it  would  place  a  high  premium  on  a  dependent,  and 
single  persons  might  be  induced  to  "purchase"  dependents  in  order  to 
obtain  the  premium.  While  this  may  prove  to  be  rather  difficult  in 
view  of  the  numerous  tests  for  determining  a  dependent,  it  would  be 
undesirable  to  have  such  a  premium  in  the  law.  Second,  and  more 
important,  the  proper  way  to  distinguish  between  taxpayers  with  and 
without  dependents  is  through  the  dependency  allowances.  The  rate 
advantages  of  income  splitting,  which  depend  on  the  rate  of  gradua- 
tion and  the  level  of  income  of  the  taxpayer,  could  hardly  be  regarded 
as  an  appropriate  device  for  distinguishing  between  taxpayers  with 
and  without  dependents. 

Finally,  if  all  single  persons  with  dependents  were  granted  the  tax 
advantages  of  income  splitting,  one  might  well  question  whether  there 
would  be  any  point  in  retaining  the  remaining  vestiges  of  the  old 
distinction  between  single  persons  and  married  couples.  As  table  4 
shows,  in  1956,  out  of  a  total  of  19.6  million  tax  returns  with  ad- 
justed gross  incomes  above  $5,000  (where  the  tax  advanta2:es  of  in- 
come splitting  begin  to  have  some  significance),  17.8  million  were 
returns  of  married  couples.  Of  the  remaining  1.8  million,  317,000  were 
heads  of  households  and  B8,000  were  persons  whose  spouses  had  died 
in  one  of  the  two  preceding  years.  Another  409,000  single  people 
had  one  or  more  dependents.  If  this  group  were  ^iven  the  privilege 
of  splitting,  there  would  remain  only  1  million  single  persons  with 
incomes  above  $5,000,  or  a  little  more  than  5  percent  of  all  taxpayer 
units  above  that  level,  who  would  continue  to  be  taxed  at  the  very 
steep  rates  now  in  the  law. 
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Table  4. — Distribution  of  taxable  Federal  individual  returns  by  marital  and 
dependency  status  and  by  income  levels,  1956 

[Thousands] 


Total 

Adjusted  gross  income 

Marital  and  dependency  status 

Under 
$5,000 

$5,000  and 
over 

Total 

45, 447 

25, 819 

19, 628 

Single,  no  dependents ..- _ 

11,502 
33,  945 

10,460 
15, 359 

1,042 

18,586 

Married  couples _ 

30,  015 

857 

184 

2,889 

12, 193 

539 

147 

2,480 

17, 822 

Heads  of  households      ..      ._           _ 

317 

Surviving  spouses 

38 

Single  with  dependents 

409 

Note. — Returns  of  married  persons  filing  separate  returns  were  combined  for  purposes  of  this  table. 
Source:  "Statistics  of  Income,  Individual  Income  Tax  Returns  for  1956." 

Under  the  circumstances,  the  best  approach  would  be  to  do  away 
with  the  rate  distinctions  now  made  through  income  splitting.  As 
I  have  already  indicated,  this  can  easily  be  done  without  restoring  the 
old  inequalities  between  residents  of  community  and  noncommunity 
property  States.  It  would  be  necessary  to  have  two  rate  schedules, 
one  for  single  persons  and  the  other  for  married  couples  with  brackets 
half  as  wide  as  the  brackets  in  the  single  person  schedule.  Married 
couples  would  continue  to  have  the  privilege  of  filing  either  joint  or 
separate  returns,  but  they  would  be  permitted  to  split  their  incomes 
only  if  they  file  jointly. 

The  rates  in  these  schedules  could  be  set  to  achieve  any  desired  net 
revenue  effect  and  any  desired  redistribution  of  tax  burdens  by  income 
levels.  It  would  be  possible,  for  example,  to  keep  the  present  schedule 
for  single  persons  and  to  enact  a  new  schedule  for  married  couples 
with  brackets  half  as  wide.  This  would  completely  eliminate  the  rate 
advantages  of  income  splitting  for  married  couples  and  would  increase 
revenues  by  more  than  $4  billion  at  current  income  levels.  Alterna- 
tively, the  present  schedule  might  be  retained  for  married  persons  and 
a  new  schedule  enacted  for  single  persons  with  brackets  twice  as  wide. 
This  would  extend  the  rate  advantages  of  income  splitting  to  single 
persons  and  would  reduce  revenues  by  about  $550  million.  Or,  it  would 
be  possible  to  eliminate  any  desired  percentage  of  the  rate  advantages 
of  income  splitting  for  married  couples  and  to  extend  to  single  persons 
the  advantages  that  remained.  (A  number  of  rate  schedules  illus- 
trating these  possibilities  are  shown  in  table  5.) 
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Table  5. — Illustrative  individual  income  tax  rate  schedules  designed  to  offset 
varying  proportions  of  the  rate  advantages  of  income  splitting  for  married 
couples  and  to  extend  remaining  advantages  to  single  persons 


Taxable  income  (thousands  of  dollars) 

Rates  required  to  offset  the  advantage  of  income 
splitting  for  married  couples  by— 

Married  couples  > 

0  percent 

25  percent 

50  percent 

75  percent 

100  percent 

Single  persons 

And  to  extend  the  following  advantages  of  income 
splitting  to  single  persons 

100  percent 

75  percent 

50  percent 

25  percent 

0  percent 

Under  2 

Under  1 

20 
20 
22 
22 
26 
26 
30 
30 
34 
34 
38 
38 
43 
43 
47 
50 
53 
53 
56 
59 
59 
62 
62 
65 
65 
69 
69 
72 
72 
75 
78 
81 
81 
84 
87 
89 
90 
91 

-550 

20 
20 
23 
24 
28 
29 
34 
34 
38 
39 
42 
43 
47 
48 
51 
54 
55 
57 
59 
62 
63 
64 
66 
68 
69 
72 
73 
75 
76 
78 
81 
83 
83 
86 
87 
89 
91 
91 

+650 

20 
21 
24 
26 
30 
32 
37 
38 
42 
43 
47 
49 
51 
52 
65 
67 
59 
61 
63 
65 
67 
69 
70 
71 
73 
75 
77 
78 
79 
82 
83 
85 
86 
87 
89 
90 
91 
91 

+1,800 

20 
21 
25 
28 
32 
36 
39 
43 
46 
48 
51 
54 
65 
57 
59 
61 
62 
65 
66 
68 
71 
72 
74 
76 
77 
78 
80 
81 
83 
86 
86 
87 
88 
88 
90 
90 
91 
91 

+3,000 

20 

2to4 

1  to  2 

22 

4  to  6 

2  to  3       

26 

6  to  8 

3  to  4 

30 

8  to  10 - 

4  to  5 

34 

10  to  12       ..  . 

5  to  6 

38 

12  to  14 

6  to  7 

43 

14  to  16     

7  to  8      

47 

16  to  18 

8  to  9 

60 

18  to  20 

9  to  10 

63 

20  to  22         ...       . 

10  to  11 

56 

22  to  24 

11  to  12 

59 

24  to  26  

12  to  13 

59 

26  to  28       

13  to  14 

62 

28  to  32 

14  to  16 

62 

32  to  36  

16  to  18    

65 

36  to  38 

18  to  19 

65 

38  to  40 

19  to  20. 

69 

40  to  44 

20  to  22      

69 

44  to  50 

22  to  25 

72 

60  to  52     

25  to  26- 

75 

52  to  60 

26  to  30         

75 

60  to  64 

30  to  32 

78 

64  to  70 

32  to  35    

78 

70  to  76 

35  to  38 

81 

76  to  80  

38  to  40 

81 

80  to  88 

40  to  44         

84 

88  to  90 

44  to  45 

84 

90  to  100           

45  to  50 - 

87 

100  to  120 

50  to  60 

89 

120  to  140 

60  to  70 

89 

140  to  150         ... 

70  to  75 

89 

150  to  160 

75  to  80         .       - 

90 

160  to  180 

80  to  90 - 

90 

180  to  200       

90  to  100      

90 

200  to  300 

100  to  150 

91 

300  to  400   

150  to  200 

91 

400  and  over 

200  and  over 

91 

Approximate  revenu 
at  1959  income  leve 

egain  (+)  or  loss  (-) 
Is  (millions  of  dollars) . 

+4,200 

>  Married  couples  filing  joint  returns  would  split  their  incomes  and  use  this  rate  schedule;  married  persons 
filing  separate  returns  would  use  this  rate  schedule  without  splitting. 

Finally,  if  the  allowances  for  families  with  dependents  are  regarded 
as  inadequate,  some  of  the  revenues  might  be  devoted  to  a  revision  of 
exemption  system.  Under  any  of  these  approaches,  the  rates  for  mar- 
ried couples  after  income  splitting  is  taken  into  account  would  be  the 
same  as  the  rates  applying  to  single  persons. 

In  closing,  I  should  like  to  point  out  that  I  have  not  even  mentioned 
the  old  emotion-packed  term  "mandatory  joint  returns,"  which  occu- 
pied so  much  of  Congress'  time  before  1948.  The  controversy  over 
mandatory  joint  returns  was  a  controversy  over  rates,  and  it  was  so 
bitter  that  it  prevented  any  action  to  remove  the  geographic  inequali- 
ties in  the  taxation  of  married  couples  for  a  period  of  25  years.  In 
the  end,  those  who  opposed  raising  the  rates  of  married  couples  carried 
the  day.  As  I  have  already  indicated,  income  splitting  is  equivalent 
to  mandatory  joint  returns.  Now  that  this  issue  has  been  settled,  it  is 
time  to  clean  up  the  messy  and  arbitrary  differences  in  the  tax  burdens 
of  single  and  married  people. 


62 


Withholding  for  Interest  and  Dividends 

by  Joseph  A.  Pechman 

Under  present  law,  interest  and  dividends  are  reported  by  individ- 
ual income-tax  payers  on  a  voluntary  basis  and  the  Internal  Revenue 
Service  depends  on  its  regular  enforcement  procedures  to  detect  under- 
reporting. Payers  of  interest  and  dividends  file  annual  information 
returns  with  the  Internal  Revenue  Service  for  each  person  to  whom 
dividend  payments  of  $10  or  more  and  interest  payments  of  $600  or 
more  are  made  during  a  calendar  year.  However,  the  information- 
return  system  has  not  been  effective,  and  compliance  with  respect  to 
both  interest  and  dividends,  particularly  the  former,  has  been  poor. 

The  record  of  compliance  l3y  recipients  of  interest  and  dividends 
contrasts  sharply  with  the  compliance  record  of  wage  earners.  Dur- 
ing World  War  II,  when  most  wage  earners  became  subject  to  the  in- 
dividual income  tax  for  the  first  time,  it  was  recognized  that  collec- 
tion at  source  was  essential  to  provide  for  effective  compliance  and 
enforcement.  The  wage  withholding  system,  which  was  enacted  in 
1943,  is  now  regarded  as  a  major  advancement  in  tax  administration : 
it  has  pushed  compliance  of  w^age  earners  close  to  the  100  percent  level 
and  has  provided  a  convenient  method  for  the  individual  to  budget 
his  taxes. 

The  possibility  of  extending  withholding  to  interest  and  dividends 
has  been  explored  by  the  Congress  on  several  occasions,  most  recently 
in  1950  and  1951.  In  each  of  these  years,  a  withholding  provision  for 
dividends  (and  interest,  in  1951)  was  included  in  the  revenue  bill 
passed  by  the  House,  but  both  attempts  were  unsuccessful  in  the  Sen- 
ate. The  1950  plan,  which  was  patterned  after  the  wage  withholding 
system,  was  rejected  largely  because  corporations  claimed  that  the 
cost  of  compliance  would  be  burdensome  for  them.  The  1951  plan 
departed  substantially  from  the  basic  procedures  used  in  wage  with- 
holding and  greatly  minimized  the  burdens  of  compliance  for  with- 
holding agents  and  taxpayers.  It  was  rejected,  nonetheless,  pri- 
marily on  the  ground  that  it  involved  withholding  of  tax  from  non- 
taxable recipients  of  dividends  and  interest. 

The  purpose  of  this  paper  is  to  present  the  considerations  for  and 
against  withholding  on  dividends  and  interest.  As  background  for 
the  discussion,  the  paper  begins  with  a  review  of  the  withholding 
plans  considered  by  the  Congress  to  date  and  the  objections  raised 
against  them  (sec.  I).  It  then  summarizes  the  statistical  evidence 
on  underreporting  of  interest  and  dividends  (sec.  II)  ;  explains  in  de- 
tail how  the  1951  plan  would  operate  and  how  it  can  be  modified  to 
provide  prompt  refunds  to  individuals  and  organizations  not  subject 


1  The  views   expressed   herein   rlo   not  necessarily   reflect  those  of  the  trustees,   oflicers, 
and  other  staff  members  of  the  Committee  for  Economic  Development. 
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to  tax  (sec.  Ill) ;  and,  finally,  evaluates  the  remaining  arguments  for 
and  against  withholding  (sec.  IV). 

The  major  conclusions  of  the  paper  are  as  follows: 

1.  The  revenue  loss  due  to  the  underreporting  of  dividends  and  in- 
terest has  been  serious  enough  to  warrant  the  adoption  of  withholding 
for  many  years.  Moreover,  the  statistical  evidence  shows  that  com- 
pliance has  not  only  not  been  improving,  but  has  actually  been  dete- 
riorating under  present  enforcement  procedures.  In  1957,  the  latest 
year  for  which  tax  return  data  are  available,  $1  billion  of  dividends 
and  $3.5  billion  of  interest  failed  to  show  up  on  the  returns  of  indi- 
viduals subject  to  tax. 

2.  Since  there  are  tens  of  millions  of  interest  and  dividend  recip- 
ients, it  would  be  prohibitively  costly  for  the  Internal  Revenue  Serv- 
ice to  match  the  amounts  reported  on  tax  returns  with  the  informa- 
tion returns  filed  by  payers  of  interest  and  dividends.  Commissioners 
of  Internal  Revenue  under  both  Democratic  and  Republican  admin- 
istrations have  failed  to  stop  the  deterioration  in  interest  and  divi- 
dend compliance  by  the  use  of  the  regular  enforcement  techniques, 
simply  because  it  would  be  wasteful  to  use  their  scarce  resources  for 
enforcing  the  tax  on  interest  and  dividends  when  these  resources  can 
be  used  more  productively  elsewhere.  The  only  practical  alternative 
is  to  withhold. 

3.  Among  the  withholding  methods  considered  to  date,  the  1951 
plan  provides  a  good  balance  among  the  various  considerations  that 
must  be  taken  into  account  in  designing  a  withholding  system  for 
interest  and  dividends.  It  would  impose  no  additional  burdens  on 
payers,  and  would  not  complicate  the  individual  income  tax  return 
unduly.  The  major  drawback  of  the  original  1951  plan  is  that  it 
would  witlihold  on  nontaxable  individuals.  If  this  is  regarded  as 
a  serious  inequity,  the  1951  plan  can  be  modified  to  provide  quarterly 
refunds  to  such  persons. 

4.  A  comprehensive  interest  and  dividend  withholding  system 
would  increase  the  revenues  of  the  Federal  Government  by  roughly 
$900  million  at  this  year's  income  levels.  With  the  pressure  for 
revenue  as  large  as  it  is,  and  is  likely  to  be  in  the  foreseeable  future, 
it  is  bad  public  policy  to  continue  to  lose  revenues  of  this  magnitude 
from  any  source.  Whether  the  underreporting  of  interest  and  divi- 
dends is  due  to  inadvertence  or  to  outright  evasion,  it  is  inequitable 
to  permit  recipients  of  these  types  of  income  to  avoid  paying  their 
full  share  of  the  taxload. 

I.    HISTORY  OF  PROPOSALS  TO  WITHHOLD  ON  INTEREST  AND  DIVIDENDS 

A.  Eevenv^  Acts  of  1913-16 

Few  people  realize  that  withholding  is  not  a  rcent  innovation  in 
the  annals  of  income  taxation  in  this  country.  The  Tariff  Act  of 
1913,  the  first  income  law  enacted  after  the  16th  amendment  was 
ratified,  provided  for  collection  at  source  of  the  normal  individual 
income  tax  on — 

•  *  *  interest,  salaries,  wages,  premiums,  annuities,  compensation,  remunera- 
tion, emoluments,  or  other  fixed  and  determinable  annual  periodic  gains,  profits, 
and  income. 
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This  provision  was  retained  in  the  Revenue  Act  of  1914  and  1916. 
Dividends  were  not  made  subject  to  withholding  under  these  acts 
because  they  were  at  the  time  (and,  in  fact,  until  1930)  exempt  from 
the  normal  tax. 

Since  the  income  tax  applied  to  a  very  small  proportion  of  the 
Nation's  income  recipients  in  this  period,  the  withholding  system  was 
not  essential  for  tax  inforcement.  Moreover,  in  actual  operation,  the 
early  withholding  system  was  crude  and  ineffective  and  the  Secretary 
of  the  Treasury  recommended  its  discontinuation  in  his  annual  report 
for  fiscal  year  1915.  The  recommendation  was  accepted  by  the  Con- 
gress in  the  Revenue  Act  of  1917  and  reporting  of  "information  at 
the  source"  was  substituted  instead. 

B.  'World  War  II  proposals 

Withholding  was  not  considered  seriously  again  until  1941.  In  that 
year,  the  Treasury  informally  presented  to  the  Ways  and  Means 
Committee  a  plan  for  withholding  on  wages,  salaries,  interest,  and 
dividends  at  a  15-percent  rate.  But  the  committee's  reaction  was 
unfavorable  and  action  was  postponed  until  the  following  year. 

Early  in  1942,  the  Treasury  formally  proposed  withholding  on 
wages,  salaries,  bond  interest,  and  dividends.  In  the  case  of  divi- 
dends and  interest,  the  Treasury's  plan  provided  for  withholding  at 
a  rate  of  10  percent  on  all  dividends  and  bond  interest  paid  to  all 
individuals  except  those  who  filed  a  certificate  with  the  payer  cer- 
tifying that  their  gross  income  for  the  taxable  year  was  expected  to 
be  less  than  their  exemptions  and  credits  for  dependents.  Payers 
were  required,  under  the  plan,  to  accompany  all  payments  of  interest 
and  dividends  with  a  receipt  showing  the  amount  withheld.  At  the 
end  of  the  year,  they  were  also  required  to  send  to  the  Internal  Rev- 
enue Service  a  list  of  all  payments  made  during  the  year,  the  amount 
of  tax  withheld  from  each  recipient,  and  a  copy  of  the  exemption  cer- 
tificates for  recipients  not  subject  to  withholding.  The  revenue  bill 
of  1942,  as  passed  by  the  House,  included  the  Treasure's  withholding 
plan,  modified  to  apply  to  all  bond  interest  and  dividends  in  order 
to  eliminate  the  complications  of  exemption  certificates. 

While  the  bill  was  being  considered  by  the  Senate,  the  Treasury's 
plan  was  severely  criticized  by  representatives  of  industry,  banks,  ac- 
countants, and  other  groups.  The  major  objections  were  that  the 
furnishing  of  receipts  to  bondholders  and  stockholders  and  the  proc- 
essing of  withholding  exemption  certificates  would  place  a  heavy 
burden  of  compliance  on  those  who  were  required  to  withhold,  par- 
ticularly in  the  case  of  those  paying  interest  on  coupon  bonds.  In 
addition,  it  was  felt  that  the  proposed  plan  would  require  the  dis- 
closure of  the  names  of  owners  of  stocks  and  bonds  who  had  registered 
their  securities  with  "nominees"  or  "street  names." 

As  a  result  of  these  objections,  thte  Treasury  proposed  the  following 
modifications  of  its  plan  before  the  Senate  Finance  Committee:  (1) 
exemption  from  the  withholding  system  of  interest  on  coupon  bonds 
and  dividends  paid  by  credit  unions,  savings  and  loan  associations, 
cooperative  banks,  and  farm  cooperatives;  (2)  substitution  of  annual 
receipts  to  interest  and  dividend  recipients  by  the  payer,  instead  of  re- 
ceipts with  every  payment;  and  (3)  no  disclosure*^  of  ownership  to 
payers  by  nominees  and  street  names,  with  the  requirement  that  the 
nominee  transmit  a  receipt  for  the  amount  withheld  to  the  owner. 
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The  Senate  Finance  Committee  omitted  withholding  on  interest  and 
dividends  from  its  version  of  the  revenue  bill  of  1942.  As  finally 
passed,  the  1942  act  provided  for  withholding  of  the  victory  tax  on 
wages  and  salaries  only,  effective  at  the  beginning  of  calendar  year 
1943. 

Withholding  on  interest  and  dividends  was  considered  again  the 
following  year  when  the  present  system  of  current  payment  was 
enacted.  In  the  interest  of  gaining  acceptance  of  the  major  features 
of  a  pay-as-you-go  system,  the  Treasury  excluded  interest  entirely 
from  the  withholding  system  and,  during  the  hearings  of  the  Ways 
and  Means  Committee,  gave  only  lukewarm,  support  for  the  inclusion 
of  dividends.  As  finally  passed,  the  Current  Tax  Payment  Act  of 
1943  limited  collection  at  source  to  wages  and  salaries. 

C,  Revenue  Act  of  1950  ^ 
The  next  attempt  to  expand  the  withholding  system  to  nonwage  in- 
comes was  made  in  1950.     The  revenue  bill  of  1950,  as  passed  by  the 
House,  contained  a  withholding  provision  for  dividends  at  a  flat  rate 
of  10  percent,  with  no  exemptions. 

Under  the  plan  proposed  by  the  House,  stockholders  would  have 
received  from  the  corporation  either  at  the  end  of  the  year  or  after 
each  dividend  payment  a  statement,  in  any  form  convenient  to  the 
paying  corporation,  showing  the  amount  of  dividends  paid  and  tax 
withheld.  The  tax  withheld  would  have  been  handled  on  the  indi- 
vidual income  tax  return  in  the  same  way  that  the  tax  withheld  from 
wages  and  salaries  is  handled.  The  stockholder  would  have  reported 
his  total  dividends,  including  amounts  withheld,  and  would  have 
claimed  credit  against  his  total  tax  liability  for  the  amounts  withheld 
from  his  wages,  salaries,  and  dividends.  Like  the  present  forms  W-2 
for  wages,  the  dividend  withholding  statements  furnished  by  cor- 
porations would  be  attached  by  the  individual  to  his  return  as  valida- 
tion of  his  claim  for  refund. 

The  plan  was  again  strongly  criticized  in  the  hearings  held  by  the 
Senate  Finance  Committee  both  on  equity  and  practical  grounds. 
The  equity  argument  was  that  it  is  unfair  to  withhold  on  tax-exempt 
organizations  and  individuals  not  subject  to  tax.  The  practical  argu- 
ment was  that  it  would  have  been  very  costly  for  corporations  to 
supply  their  stockholders  with  information  on  the  amounts  withheld. 
The  Finance  Committee  agreed  with  these  arguments  and  deleted 
the  dividend  withholding  provision  from  the  bill  it  sent  to  the  Senate. 
After  considerable  debate,  the  Senate  voted  to  sustain  the  decision 
of  the  Finance  Committee.  In  the  end,  the  House  agreed  to  omit 
the  dividend  withholding  provision  from  the  bill. 

D.  Revenue  Act  of  1951 

The  most  comprehensive  and  refined  withholding  system  ever  con- 
sidered by  the  Congress  was  included  in  the  revenue  bill  of  1951. 
This  system  was  designed  to  meet  the  major  objections  made  against 
the  dividend  withholding  plan  passed  by  the  House  in  1950  and  to 
extend  withholding  to  interest  as  well  as  dividends.  As  on  previous 
occasions,  the  House  accepted  the  plan,  the  Senate  Finance  Commit- 
tee deleted  it  from  the  bill,  the  Senate  followed  the  Finance  Com- 
mittee's recommendation,  and  the  final  bill  as  passed  followed  the 
Senate's  decision. 
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The  major  advance  made  by  the  1951  plan  over  the  plans  previously 
considered  was  the  elimination  of  the  need  for  any  accounting  of  tax 
withheld  by  the  payer  of  interest  and  dividends  subject  to  withholding. 
The  plan  provided  for  withholding  at  a  flat  rate  of  20  percent.  The 
payer  would  not  have  been  required  to  keep  records  of  the  amounts 
withheld  from  each  individual  or  to  submit  an  accounting  of  such 
amounts  to  the  individual.  Nor  would  he  have  been  required  to 
reconcile  his  remittances  to  the  Government  with  the  actual  amounts 
withheld  as  is  now  required  under  the  wage  withholding  system. 

To  account  for  his  total  interest  and  dividend  receipts  and  to  claim 
credit  for  the  amounts  withheld  on  his  account,  the  individual  would 
have  grossed  up  the  amounts  he  actually  received  by  a  factor  of  25 
percent.  He  would  also  have  taken  credit  against  his  final  liability 
for  the  amount  by  which  his  net  interest  and  dividends  were  grossed 
up,  since  this  is  the  amount  withheld  at  the  source. 

The  definition  of  dividends  subject  to  withholding  was  compre- 
hensive. The  bill  provided  for  withholding  on  all  dividends  paid  to 
individuals  and  tax-exempt  organizations  (as  well  as  to  intercorporate 
dividends  of  nonaffiliated  groups  of  corporations).  In  the  case  of 
interest,  however,  exemptions  were  made  for  interest  on  U.S.  savings 
bonds,  postal  savings,  bank  deposits.  State  and  local  government 
securities,  and  payments  on  shares  in  savings  and  loan  associations 
and  credit  unions.  (As  indicated  below,  it  was  perfectly  feasible  to 
withhold  on  these  payments ;  they  were  exempted  partly  because  it  was 
felt  that  a  large  proportion  of  the  recipients  would  not  be  taxable 
and  partly  because  it  was  feared  that  withholding  would  discourage 
saving  in  these  forms.)  For  practical  reasons,  interest  payments 
made  by  individuals  to  other  individuals  were  also  exempted  from 
the  withholding  system. 

Individuals  would  have  been  required  to  wait  until  their  annual 
return  was  filed  to  claim  any  refund  due  them.  Tax-exempt  organi- 
zations, on  the  other  hand,  would  have  been  permitted  to  deduct  the 
amounts  withheld  on  their  interest  and  dividends  from  any  income 
and  payroll  taxes  they  were  required  to  pay.  In  addition,  they  were 
permitted  to  claim  refunds  quarterly  for  any  amounts  of  withheld 
interest  and  dividends  that  they  were  not  able  to  offset  as  credits 
against  their  income  and  payroll  tax  remittances  to  the  Government. 

The  House  bill  also  required  withholding  on  royalities,  but  this  was 
not  an  integral  part  of  the  plan.  In  fact,  the  withholding  system  for 
royalties  was  patterned  after  the  wage  withholding  system  rather  than 
the  proposed  interest  and  dividend  system.  Payers  of  royalties  would 
have  been  required  to  prepare  withholding  receipts,  similar  to  forms 
W-2,  for  wages  and  salaries.  Copies  of  these  receipts  would  have  been 
sent  both  to  the  Internal  Kevenue  Service  and  the  taxpayer,  and  the 
latter  would  have  been  required  to  append  a  copy  of  his  receipts  to 
his  return  to  validate  his  claim  for  a  credit  or  refund. 

In  rejecting  the  new  plan  proposed  by  the  House,  the  Senate  Fi- 
nance Committee  again  reiterated  its  concern  about  equity  and  com- 
pliance problems.  Since  this  was  the  last  time  the  Finance  Committee 
has  officially  expressed  its  views  about  this  subject,  it  is  worth  quoting 
its  own  summary  of  its  reservations.     In  its  report  on  the  revenue  bill 
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of  1951  (report  to  accompany  H.  R.  4473,  S.  Kept.  No.  781,  82d  Cong., 
1st  sess.,  p.  65) ,  the  committee  stated : 

While  your  committee  recognizes  that  there  may  well  be  substantial  under- 
reporting of  such  income,  largely  through  carelessness  or  inadvertence  on  the 
part  of  the  taxpayers,  it  does  not  believe  that  suflacient  investigation  of  the 
problem  has  been  made  to  justify  such  a  drastic  solution  as  the  House  proposes. 
Your  committee  believes  that  the  withholding  provisions  of  the  House  bill  would 
work  a  great  hardship  upon  many  taxpayers  and  impose  expensive  administra- 
tive burdens  upon  the  withholding  agents. 

E.  Lessons  from  the  historical  experience 

It  is  clear  from  the  foregoing  record  of  the  experience  to  date  that 
a  number  of  objections  must  be  satisfactorily  answered  to  make  with- 
holding on  interest  and  dividends  acceptable  to  the  majority  of  the 
Senate : 

1.  Although  the  Finance  Committee  has  had  the  benefit  of  all  of  the 
available  estimates  of  underreporting  of  interest  and  dividends,  it  was 
still  not  convinced,  as  of  1951,  that  '^  drastic  solution"  like  withhold- 
ing was  justified. 

2.  Since  1943,  the  proposed  plans  would  have  applied  withholding 
to  interest  and  dividends  at  a  flat  rate,  without  regard  to  the  tax  status 
of  the  recipients.  This  was  done  because,  during  all  of  the  discus- 
sions, corporations  and  other  payers  of  interest  and  dividends  re- 
peatedly stated  that  it  would  be  inordinately  costly  for  them  to  take 
account  of  exemption  status  in  withholding  on  these  payments.  To 
eliminate  these  costs,  the  plans  applied  withholding  across  the  board 
to  all  dividends  and  interest.  This  meant  that  nontaxable  recipients 
of  interest  and  dividends  would  be  subject  to  overwithholding.  Such 
overwithholding  was  considered  inequitable — despite  the  fact  that 
close  to  $600  million  of  tax  has  been  withheld  annually  from  the  wages 
of  about  8  million  nontaxable  wage  earners  in  recent  years.  Regard- 
less of  the  merits  of  the  argument,  it  seems  clear  that  a  system  of  quick 
refunds  to  nonprofit  organizations  and  nontaxable  individuals  is 
necessary  to  make  withholding  on  interest  and  dividends  more  accept- 
able to  its  opponents. 

3.  There  is  a  lingering  feeling,  particularly  in  the  Senate,  that  in- 
terest and  dividend  withholding  is  extremely  complicated  and  would 
add  greatly  to  the  costs  of  the  withholding  agents.  This  may  have 
been  true  in  the  case  of  the  earlier  plans  that  provided  for  exemption 
certificates  to  prevent  overwithholding  on  nontaxable  recipients  of 
interest  and  dividends,  and  for  the  transmission  of  a  statement  by  the 
withholding  agent  to  the  recipient  showing  the  amount  of  tax  with- 
held. As  already  noted,  the  1951  plan  eliminated  both  of  these  fea- 
tures. Under  this  plan,  the  compliance  problems  of  the  withholding 
agent  would  be  no  greater  than  the  time  it  takes  to  compute  20  percent 
of  his  total  interest  and  dividend  payments  and  to  remit  that  amount 
k)  the  Government.  Nevertheless,  doubts  continue  to  be  expressed 
about  the  practicability  of  such  aspects  of  the  plan  as  the  treatment 
of  coupon  bond  interest,  series  E  bond  interest,  interest  and  dividends 
received  through  intermediaries,  and  other  technical  details.  All  of 
these  problems  were  solved  in  the  1951  legislation,  but  critics  of  with- 
holding continue  to  argue  that  the  plan  is  excessively  complicated. 

In  brief,  the  three  critical  questions  that  remain  to  be  answered 
are :  ( 1 )  Is  the  evidence  of  underreporting  of  interest  and  dividends 
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conclusive  enough  to  warrant  adoption  of  withholding ?  (2)  Can  the 
1951  plan  be  adapted  to  provide  quick  refunds  to  nontaxable  individ- 
uals and  organizations?  (3)  Has  provision  been  made  to  handle  the 
many  different  forms  of  interest  and  dividend  payments  without  undue 
complications?  These  questions  are  considered  in  the  following 
sections. 

n.    EVIDENCE  OF  UNDERREPORTING  OF  INTEREST  AND  DIVIDENDS 

Although  it  is  not  possible  to  estimate  precisely  the  amount  of  under- 
statement of  dividends  and  interest  on  tax  returns,  two  independent 
sources  of  information  indicate  without  any  doubt  that  the  under- 
statement is  very  large.  These  sources  are :  First,  the  audit  control 
program  conducted  by  the  Internal  Revenue  Service  for  1948;  and, 
second,  historical  comparisons  of  statistics  on  interest  and  dividends 
paid  to  individuals,  as  estimated  by  the  Department  of  Commerce,  with 
the  amounts  reported  by  individuals  on  their  tax  returns.  Most  of 
the  data  in  this  section  are  drawn  from  the  work  of  Prof.  Daniel  Hol- 
land of  the  Massachusetts  Institute  of  Technology,  who  reports  on  his 
results  in  detail  in  his  own  paper  in  this  compendium  entitled  "Under- 
reporting of  Dividends  and  Interest  on  Tax  Returns."  I  am  indebted 
to  Professor  Holland  for  permitting  me  to  use  his  estimates  prior  to 
publication. 

A,  Results  of  the  avdit  control  program 

On  the  basis  of  a  scientifically  drawn  sample  of  tax  returns  which 
were  examined  carefully  by  trained  field  auditors,  the  Internal  Rev- 
enue Service  has  estimated  that,  of  the  52.1  million  returns  filed  in 
1948, 13.7  million  were  erroneous  by  at  least  $2  of  tax.  Of  this  letter 
number,  over  540,000  contained  dividend  errors  and  almost  2  million 
contained  interest  errors.  The  dividend  and  interest  errors  in  about 
one-half  of  the  returns  with  errors  in  these  two  income  sources  were 
the  major  sources  of  error  on  these  returns.  More  than  90  percent  of 
the  taxpayers  who  made  dividend  and  interest  errors  paid  too  little  tax. 

The  average  tax  error  on  the  260,000  returns  with  major  errors  in 
dividend  income  was  $79 ;  this  varied  from  $31  on  returns  with  incomes 
of  less  than  $7,000  to  $1,420  on  returns  reporting  incomes  of  $100,000 
and  over.  For  the  1  million  returns  with  major  errors  in  interest 
income,  the  average  tax  error  was  $18  and  varied  from  $12  in  the  lowest 
brackets  to  $1,467  in  the  highest. 

"Statistics  of  Income"  mdjcate  that  3.3  million  form  1040  returns 
reported  dividends  and  4  million  reported  interest  in  1948.  The 
540,000  returns  with  dividend  errors  thus  constituted  almost  18  percent 
of  the  total  number  of  1040  returns  on  which  dividends  were  reported. 
The  2  million  returns  with  errors  in  interest  constituted  almost  50 
percent  of  the  1040  returns  reporting  interest. 

On  the  basis  of  these  data.  Professor  Holland  has  estimated  that 
between  $90  million  and  $180  million  of  dividends  (or  between  1.8 
percent  and  3.6  percent  of  the  total  amount  reported  on  all  returns) 
would  have  been  uncovered  in  1948  if  all  returns  filed  in  that  year  had 
been  audited  as  carefully  as  the  returns  included  in  the  audit  control 
sample.  About  one-third  of  the  underreporting  was  found  in  adjusted 
gross  income  classes  below  $7,000;  one-half  was  between  $7,000  and 
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$25,000;  and  the  reixiainder  was  above  $25,000.  The  proportionate 
amount  of  underreporting^  varied  inversely  with  the  size  of  individual 
incomes :  It  was  between  3  and  6  percent  of  the  total  dividends  volun- 
tarily reported  on  returns  with  adjusted  gross  incomes  below  $25,000 ; 
between  1  and  2  percent  between  $25,000  and  $100,000;  and  between 
one-fourth  and  one-half  of  1  percent  above  $100,000. 

Professor  Holland's  calculations  also  indicate  that  a  complete  audit 
of  all  tax  returns  in  1948  would  have  uncovered  between  $190  million 
and  $380  million  of  interest  (or  between  15  and  30  percent  of  the 
amounts  actually  reported  on  returns).  About  62  percent  of  the  un- 
derreporting was  in  adjusted  gross  income  classes  below  $7000;  32 
percent  was  between  $7,000  and  $25,000;  and  the  remainder  above 
$25,000.  The  proportionate  amount  of  underreporting  was  between 
17  and  35  percent  of  interest  reported  on  returns  with  adjusted  gross 
incomes  under  $25,000 ;  between  4  and  9  percent  between  $25,000  and 
$100,000;  and  between  2.5  and  5  percent  above  $100,000.  Thus,  at  all 
income  levels,  the  percentage  underreporting  was  larger  for  interest 
than  for  dividends,  but  a  much  larger  proportion  of  the  interest  errors 
was  concentrated  in  the  lowest  income  brackets. 

B.  CoTTiparisons  of  aggregates  of  interest  and  dividends  paid  with 
amounts  reported  on  tax  returns 

The  incomes  reported  by  individuals  on  their  tax  returns  cannot  be 
compared  directly  with  the  personal  income  estimates  of  the  Depart- 
ment of  Commerce  because  the  two  sets  of  data  differ  in  concept  and 
coverage.  However,  it  is  now  possible  to  make  fairly  reliable  esti- 
mates of  the  most  important  adjustments  needed  to  put  the  series  on  a 
comparable  basis  with  the  series  obtained  from  tax  returns. 

Estimates  of  the  adjusted  series  for  the  years  1948-57,  prepared  by 
Professor  Holland,  are  shown  in  tables  1  and  2.  In  1957,  the  amount 
of  dividends  not  accounted  for  on  tax  returns  was  of  the  order  of 
$1.7  billion,  or  15  percent  of  the  adjusted  dividend  payments.  In  the 
same  year,  $5.5  billion  of  interest,  or  58  percent  of  adjusted  interest 
payments,  was  not  accounted  for  on  tax  returns.  (This  estimate  un- 
derstates the  interest  gap  because  the  basic  personal  interest  income 
series  does  not  include  interest  paid  by  one  individual  to  another  on 
personal  loans.) 

Between  1948  and  1957,  the  dollar  amount  of  dividends  and  interest 
not  accounted  for  on  tax  returns  more  than  doubled — in  the  case  of 
dividends,  from  $844  million  to  almost  $1.7  billion,  and  in  the  case 
of  interest,  from  $2.3  billion  to  $5.5  billion.  In  relative  terms,  the 
dividend  gap  varied  between  12  and  13  percent  in  1948-51,  increased 
to  16  percent  in  1953-54  and  to  19  percent  in  1955,  and  then  declined 
to  15  percent  in  1957.  On  the  other  hand,  the  interest  gap  has  varied 
narrowly  between  56  and  59  percent  throughout  the  period  through 
1957. 
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Table  1. — Estimated  gap  between  dividends  paid  and  amounts  accounted  for  on 
income  tax  returns,  194S-^7 

[Dollar  amounts  in  millionsl 


Adjusted 

dividend 

payments  • 

Dividends 
accounted 
for  on  tax 
returns  » 

Gap 

Year 

Amount 

Percent  of 
adjusted 
payments 

1948          - - 

$6, 860 
7,086 
8,706 
8,498 
8,378 
8,647 
9,069 
10, 350 
11, 163 
11,  430 

$6,016 
6,211 
7,545 
7,440 
7,304 
7,251 
7,582 
8.364 
9,174 
9,739 

$844 
875 
1,161 
1,058 
1,074 
1,396 
1,487 
1,986 
1,989 
1,691 

12 

1949                                                              

IZ 

1950  .-     - 

IS 

1951                          

12 

1952 

13 

1953               

16 

1954                                                    -  - 

15. 

1955        — 

19 

1956                                            

Ig 

1957 - - — 

15. 

1  Dividends  paid,  as  estimated  by  the  Department  of  Commerce,  less  dividends  received  by  foreigners, 
mutual  insurance  companies,  nonprofit  organizations,  and  noninsured  pension  funds. 

'  Dividends  reported  by  individuals  on  their  tax  returns  as  dividends  and  as  "other  income"  on  forms 
1040A,  plus  dividends  received  through  partnerships  and  taxable  and  nontaxable  fiduciaries,  less  dividends 
received  by  residents  of  Alaska  and  Hawaii. 

Source:  Paper  by  Daniel  Holland  in  this  compendium,  "Underreporting  of  Interest  ^nd  Dividends  on 
Tax  Returns,"  table  A-1,  variant  1. 

Table  2. — Estimated  gap  between  interest  paid  and  amounts  accounted  for  on 
income  tax  returns,  194S-^7 

[Dollar  amounts  in  millions] 


Adjusted 

interest 

payments  » 

Interest 
accounted 
for  on  tax 

returns » 

Gap 

Year 

Amount 

Percent  of 
adjusted 
payments 

1948                                                

$3, 988 
4,365 
4,777 
5,240 
5,505 
6,106 
6,716 
7,319 
8,131 
9,490 

$1,672 
1,929 
2,022 
2,161 
2,320 
2,550 
2,906 
3,140 
3.468 
4,007 

$2,315 
2,436 
2,755 
3,079 
3.185 
3,556 
3,810 
4,179 
4,663 
5,483 

58 
56 
58 
69 
58 
58 
57 
57 
57 
58 

1949          - - 

1950 

1951 

1952                   

1953 

1954 

1955 

1956 

1957                                  

'  Personal  interest  income  less  net  imputed  interest,  as  estimated  by  the  Department  of  Commerce,  less 
interest  receipts  of  nonprofit  organizations,  noninsured  pension  funds,  and  group  hospitalization  and  health 
plans,  tax-exempt  interest,  and  accrued  discount  on  U.S.  savings  bonds. 

2  Interest  reported  by  individuals  on  their  tax  returns  as  interest  and  as  "other  income"  on  forms  1040A. 
plus  interest  received  by  partnerships  and  taxable  and  nontaxable  fiduciaries,  less  interest  received  by 
residents  of  Alaska  and  Hawaii. 

Source-  Paper  by  Daniel  Holland  in  this  compendium,  "Underreporting  of  Interest  and  Dividends  on 
Tax  Returns",  table  A-2.  variant  1. 

It  is  significant  that  there  has  been  no  noticeable  trend  downward  in 
either  of  the  two  gaps  during  this  period.  Since  exemptions  and  filing 
requirements  have  remained  the  same  while  incomes  have  risen,  the 
proportion  of  income  recipients  required  to  file  returns  has  increased. 
One  might  have  expected,  therefore,  that  the  gaps  would  have  shown 
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a  slight  tendency  to  decline  in  relative  terms.  Since  the  percentage  of 
dividends  not  acoimted  for  on  tax  returns  has  increased,  dividend  com- 
pliance must  have  deteriorated  in  recent  years.  And  the  fact  that  the 
percentage  of  interest  not  accounted  for  on  tax  returns  has  remained 
about  the  same  suggests  that  interest  compliance  has  also  been  declin- 
ing as  incomes  have  risen.  However,  despite  the  recent  rise  in  the 
dividend  gap,  interest  compliance  is  still  much  poorer  than  dividend 
compliance  both  in  absolute  and  relative  terms. 

It  is  evident  that  the  gaps  computed  from  aggregate  data  are  larger 
than  the  estimates  of  underreporting  derived  from  the  audit  control 
program.  For  the  year  1948,  the  dividend  gap  of  roughly  $840  million 
is  $660  million  larger  than  the  maximum  estimate  of  underreporting 
disclosed  by  the  audit  control  program,  while  the  interest  gap  of  $2.3 
billion  is  $1.9  billion  larger  than  the  maximum  estimate  of  interest 
underreporting  disclosed  by  the  audit  control  program.  These  differ- 
ences are  the  result  of  three  factors :  First,  the  gap  estimates  include 
incomes  received  by  persons  who  are  not  required  to  file  returns ;  second, 
the  audit  control  program  did  not  include  individuals  who  were  re- 
quired to  file  but  failed  to  do  so;  and,  third,  many  taxpayers  in  the 
audit  sample  undoubtedlj^  successfully  concealed  their  true  receipts 
from  the  examining  officers.  The  very  large  difference  between  the 
interest  gap  and  the  estimate  from  the  audit  control  program  suggests 
that  substantial  amounts  of  interest  are  received  by  persons  who  are 
not  required  to  file.  Nevertheless,  it  is  clear  that,  even  if  every  return 
were  audited  carefully  by  the  Internal  Revenue  Service,  a  large  amount 
of  dividends  and  an  even  larger  amount  of  interest  would  not  be 
detected. 

C.  Estimated  revenue  loss  and  recowpment  of  revenue  through  with- 
holding 

To  calculate  the  revenue  loss  from  underreporting  of  interest  and 
dividends,  it  is  necessary  to  have  data  on  the  proportion  of  the  unre- 
ported amounts  received  by  persons  who  would  not  be  taxable  and 
the  average  marginal  rate  of  tax  that  would  apply  to  the  amounts 
received  by  those  who  are  taxable.  Neither  of  these  figures  is  known. 
However,  even  on  the  basis  of  conservative  assumptions,  Holland  esti- 
mates that  $1  billion  of  dividends  and  $3.5  billion  of  interest  were  not 
reported  by  taxable  individuals  in  1957  and  that  the  total  revenue  loss 
due  to  this  underreporting  was  in  the  neighborhood  of  $1  billion  ($300 
million  for  dividends  and  $700  million  for  interest) . 

It  is  difficult  to  estimate  precisely  how  much  of  this  lost  revenue 
would  be  recovered  if  interest  and  dividends  were  subject  to  withhold- 
ing. To  avoid  overstating  the  revenue  recoupment,  I  have  assumed 
that  the  additional  tax  collected  on  the  amounts  not  reported  by  tax- 
payers would  be  at  the  first-bracket  rate  after  allowing  for  the  standard 
deduction,  of  18  percent.  On  this  assumption,  withholding  would  have 
increased  tax  collections  by  $800  million  in  1957.  Since  personal  in- 
terest income  and  dividends  were  running  14  and  5  percent  higher, 
respectively,  in  mid-1959  than  in  1957,  the  potential  revenue  gain  is 
probably  on  the  order  of  $900  million  at  the  present  time. 

These  estimates  are  imperfect  in  two  respects.  On  the  one  hand,  the 
assumption  that  nothing  beyond  the  first-bracket  rate  would  be  col- 
lected from  the  unreported  dividends  is  clearly  an  understatement.    If 
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a  withholding  system  were  put  into  effect,  many  taxpayers  in  the  higher 
income  brackets  who  now  fail  to  report  their  interest  and  dividends 
would  probably  report  them  to  claim  credit  for  tax  withheld.  On  the 
other  hand,  it  may  be  impractical  to  withhold  on  some  types  of  interest 
payments  that  were  included  in  the  gap  estimates,  the  most  important 
of  which  are  interest  payments  on  home  mortgages  held  by  individuals. 
These  two  factors  would  tend  to  offset  one  another,  but  there  is  no  way 
of  knowing  which  would  be  the  more  important.  In  view  of  the  con- 
servative assumptions  used,  however,  the  revenue  that  would  be  recov- 
ered by  a  comprehensive  interest  and  dividend  withholding  system 
would  probably  not  be  very  far  from  the  $900  million  estimated  earlier. 

No  allowance  has  been  made  in  this  estimate  for  the  revenues  re- 
covered from  interest  and  dividends  through  the  present  enforce- 
ment procedures.  Such  an  allowance  is  unnecessary,  in  my  opinion, 
because  the  funds  now  used  for  enforcing  the  tax  on  interest  and 
dividends  received  by  the  large  majority  of  taxpayers-would  be  di- 
verted to  other  areas  if  these  items  were  made  subject  to  withholding, 
so  that  there  would  probably  be  no  net  reduction  in  the  additional  tax 
collected  through  enforcement  as  a  result  of  the  adoption  of  interest 
and  dividend  withholding.  In  any  case,  we  know  that  the  tax  on 
interest  and  dividends  uncovered  by  audits  must  be  a  small  fraction 
of  the  amount  potentially  to  be  gained  by  withholding.  In  recent 
years,  the  total  additional  collections  from  individual  income  tax  en- 
forcement have  amounted  to  roughly  $500-600  million  per  year.  This 
includes  amounts  collected  from  taxpayers  making  error  of  any  sort, 
including  mathematical  errors,  overstatement  of  deductions  and  ex- 
emptions, and  understatement  of  incomes  other  than  interest  and 
dividends  as  well  as  interest  and  dividends.  Unfortunately,  the  In- 
ternal Revenue  Service  does  not  break  down  the  additional  tax  it  col- 
lects by  source  of  error.  But,  in  view  of  the  relative  importance  of 
other  incomes  and  of  the  high  frequency  of  errors  in  reporting  of  de- 
ductions and  exemptions,  it  would  be  surprising  if  the  additional  tax 
collected  from  interest  and  dividends  amounted  to  more  than  $50  mil- 
lion annually.  (It  may  be  noted  parenthetically  that  the  lack  of  a 
breakdown  of  the  additional  income  and  tax  by  type,  disclosed 
through  the  regular  auditing  procedures  is  a  serious  gap  in  our  in- 
formation on  the  effectiveness  of  the  enforcement  process.  If  it  does 
not  do  so  of  its  own  accord,  the  Internal  Revenue  Service  should 
be  instructed  by  the  Congress  to  make  such  information  regularly 
available  to  the  public.) 

In  summary,  in  the  8  years  since  the  Congress  last  considered  with- 
holding on  interest  and  dividends,  the  relative  amount  of  under- 
reporting of  dividends  has  increased  and  the  relative  amount  of 
interest  underreporting  has  not  declined  perceptibly.  The  revenue 
loss  from  this  underreporting  is  large,  even  after  generous  allowances 
are  made  for  interest  and  dividends  received  by  nontaxable  individ- 
uals. Conservatively,  it  is  estimated  that  a  comprehensive  interest 
and  dividend  withholding  system  would  increase  revenues  by  about 
$900  million  per  year  at  this  year's  income  levels. 

in.   DETAILS  OF  THE  1951  WITHOLDING  PLAN 

The  1951  interest  and  dividend  withholding  plan  relies  on  a  single 
and  obvious  bit  of  arithmetic    If  tax  is  withheld  at  a  flat  rate  of  20 
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percent  on  the  gross  payment,  the  amount  withheld  is  25  percent  of  the 
net  amount  after  withholding.  With  this  as  a  base,  it  is  possible 
to  operate  a  withholding  system  without  requiring  any  additional 
recordkeeping  on  the  part  of  the  withholding  agent. 

For  example,  suppose  an  individual  owns  10  $1,000  corporate  bonds, 
with  an  interest  return  of  3  percent  per  annum.  At  a  20-percent  with- 
holding rate,  the  corporation  would  pay  to  the  individual  $240  annu- 
ally ($300  less  20  percent  for  withholding).  The  corporation  would 
remit  to  the  district  director  of  internal  revenue  the  balance  of  $60.  At 
this  point,  the  corporation's  role  ends — it  prepares  no  documents  for 
the  Government  or  for  the  interest  recipient. 

On  his  income  tax  return,  the  individual  would  enter  the  $240  of 
interest  he  received.  He  would  then  add  one-quarter  of  this  amount 
or  $60,  which  was  the  amount  withheld.  The  total  of  $300 — the 
amount  of  interest  he  received  before  withholding — would  be  in- 
cluded in  his  adjusted  gross  income.  After  computing  his  total  tax 
liability,  he  would  deduct  the  amounts  withheld  on  wages  and  salaries, 
payments  on  declarations  of  estimated  tax,  and  the  $60  withheld  at 
source  on  interest  to  obtain  the  overpayment  (which  would  be  refunded 
to  him)  or  the  balance  of  tax  due  (which  he  would  remit  to  the  district 
director  of  internal  revenue  with  his  return) . 

The  computations  would  be  the  same  even  if  the  individual  received 
interest  and  dividends  from  several  sources.  In  all  cases,  he  would 
enter  the  net  amounts  received  from  these  sources  and  would  then 
"gross  up"  for  the  total  receipts  (not  separately  for  each  receipt). 
The  "grossing  up"  procedure  would  automatically  provide  the  correct 
computation  of  the  amounts  withheld  and  of  the  amounts  to  be  credited 
against  final  liability.  It  would  add  a  few  lines  to  the  tax  return  form, 
but  the  steps  are  simple  and  would  not  introduce  any  serious  complica- 
tions on  the  return.     (See  sec.  IV-Al,  below.)  ^ 

A.  Provision  for  changes  in  rates 

The  withholding  rate,  under  the  1951  plan,  was  designed  to  approxi- 
mate the  starting  individual  income  tax  rate,  without  requiring  in- 
dividuals and  the  withholding  agents  to  use  fractional  percentages  in 
computing  the  amounts  withheld.  At  the  starting  rate  of  22.2  percent 
under  the  1951  bill,  the  simplest  withholding  rate  for  dividends  and 
interest  was  20  percent,  since  it  meant  that  the  tax  withheld  would  be 
exactly  one-quarter  of  the  net  amounts  received  after  withholding. 
This  withholding  rate  also  accounted  exactly  for  the  standard  deduc- 
tion (22.2  percent  less  the  standard  deduction  of  10  percent  gives  a 
net  rate  of  20  percent) . 

The  system  can  be  adapted  to  any  other  starting  rate,  but  it  would 
be  difficult  to  take  account  of  the  standard  deduction  precisely  in  all 
cases.  For  example,  at  the  present  starting  rate  of  20  percent,  a  with- 
holding rate  of  18  percent  would  be  required  to  allow  for  the  standard 
ded\iction.  This  would  mean  that  individuals  would  be  required  to 
gross  up  their  net  dividends  and  interest  by  a  factor  of  eighteen-eighty- 
seconds,  or  22  percent.  Thus,  a  corporation  would  withhold  $18  from 
a  dividend  pavment  of  $100.  The  taxpayer,  in  turn,  would  be  required 
to  multiply  his  net  dividend  of  $82  by  22  percent  to  arrive  at  i\i^  $18 
which  must  be  added  to  obtain  the  total  dividend  to  be  included  in  his 
income. 
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To  avoid  these  fractional  percentages,  it  would  be  simpler  to  lower 
the  withholding  rate  in  this  case  to  16%  percent,  or  one-sixth.  At  this 
withholding  rate,  the  amount  withheld  is  exactly  20  percent  or  one- 
fifth  of  the  net  amount  received  by  the  taxpayer  after  withholding 
(16%  divided  by  8SI/3).  With  this  arrangement,  payers  could  with- 
hold at  a  rate  of  one-sixth  of  the  dividends  and  interest  they  pay,  and 
dividend  and  interest  recipients  would  gross  up  by  one-fifth,  or  20  per- 
cent. While  the  withholding  rate  would  not  be  geared  exactly  to  the 
first-bracket  rate,  the  difference  would  be  relatively  small  and  would 
achieve  substantially  the  same  compliance  as  the  exact  withholding 
rate. 

In  general,  if  the  withholding  rate  is  l/r,  the  grossing  up  factor  is 
1/r-l.  The  following  table  indicates  a  series  of  withholding  rates  and 
grossing  up  factors  that  might  be  used  for  various  individual  income 
tax  starting  rates  ranging  from  10  percent  to  the  present  level  of 
20  percent. 
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income  tax 
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"Grossing- 

starting 
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Mo 
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Ml 
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B,  Effect  of  the  dividend  credit  and  ewcltcsion 

Given  the  present  dividend  credit  of  4  percent,  the  marginal  rate  of 
tax  on  dividends  (after  the  $60  exclusion)  of  taxpayers  in  the  first 
bracket  is  14  percent  (20  percent  minus  2  percent  for  the  standard  de- 
duction minus  4  percent  for  the  dividend  credit) .  A  withholding  rate 
of  one-seventh  would  be  very  close  to  14  percent.  But^  since  there  is 
no  credit  for  interest,  the  closest  fraction  for  withholding  at  the  first 
bracket  rate  on  interest  is  one-sixth.  There  is  no  reason  why  different 
withholding  rates  cannot  be  used  for  dividends  and  interest — the  tax- 
payer would  be  instructed  to  gross  up  each  of  these  receipts  separately 
on  his  tax  return  in  any  event.  Nevertheless,  if  two  withholding  rates 
are  regarded  as  confusing,  either  one-sixth  or  one-seventh  could  be 
used  for  both.  The  larger  fraction  would  have  the  advantage  of  in- 
creasing slightly  the  revenue  gain  from  withholding ;  the  smaller  frac- 
tion would  minimize  overwithholding. 

It  would  be  impossible  to  make  allowance  for  the  $50  .exclusion  un- 
der the  1951  plan  without  complicating  it  unnecessarily.  If  the  divi- 
dend exclusion  is  disregarded,  the  maximum  amount  of  overwithhold- 
ing for  taxpayers  with  dividends  less  than  $50  would  be  $8.33  ($16.67 
on  joint  returns)  at  a  withholding  rate  of  one-sixth.  According  to 
statistics  of  income,  the  average  refund  due  to  taxpayers  who  over- 
paid their  tax  either  through  withholding  or  payments  on  declara- 
tions was  more  than  $100  in  1957.  Since  refunds  of  these  magnitudes 
are  tolerated  by  taxpayers  (in  some  cases,  they  are  welcomed  as  a 
convenient  device  to  save) ,  the  small  additional  amounts  of  overwith- 
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holding  under  a  withholding  system  that  disregarded  the  dividend  ex- 
clusion are  hardly  likely  to  be  noticed  by  most  people. 

C,  Treatment  of  interest 

Unlike  the  plans  previously  considered,  the  1951  plan  was  easily 
adaptable  to  withholding  on  most  interest  payments  to  individuals, 
even  if  the  amounts  are  small. 

For  example,  assuming  a  withholding  rate  of  one-sixth,  a  savings 
and  loan  association  or  a  bank  paying  2  percent  interest  on  deposits 
semiannually  would  credit  each  account  at  the  rate  of  1.67  percent. 
To  calculate  the  amount  to  be  remitted  to  the  Government,  it  could 
either  multiply  the  total  interest  actually  credited  to  all  accounts  by 
one-fifth,  or  apply  0.33  percent  to  the  total  balances  in  all  accounts  on 
the  date  interest  was  credited  to  them. 

In  the  case  of  a  coupon  bond,  the  owner  would  turn  in  his  interest 
coupon  at  a  bank  and  would  receive  83  percent  of  its  face  amount  from 
the  bank.  (If  the  owner  cashes  the  coupon,  say,  at  the  corner  grocery 
store,  the  grocer  would  also  pay  him  only  83  percent  and  would  re- 
ceive that  amount  from  his  bank  when  he  cashes  it.)  The  bank  would, 
in  turn,  be  reimbursed  for  83  percent  of  the  face  amount  of  the  coupon 
by  the  corporation  issuing  the  bond  and  the  corporation  would  remit 
the  remaining  17  percent  to  the  Government.  Thus,  the  correct 
amount  would  be  withheld,  regardless  of  the  number  of  different  per- 
sons handling  the  coupon  while  it  is  en  route  to  being  cashed,  without 
requiring  the  corporation  to  know  the  identity  of  the  bondholder. 

In  the  case  of  series  E  bonds,  banks  and  other  agents  authorized  to 
redeem  such  bonds  would  be  provided  with  tables  showing  the  gross 
redemption  value,  the  interest  included  in  this  redemption  value,  in- 
come tax  withheld,  and  the  net  amount  to  be  paid  at  redemption.  For 
example,  where  an  individual  redeems  a  $50  bond  at  maturity,  the 
purchase  price  is  $37.50,  interest  is  $12.50,  the  tax  withheld  would  be 
$2.08  (at  a  withholding  rate  of  one-sixth),  and  the  bank  would  re- 
mit to  the  bond  owner  $47.92.  This  redemption  procedure  would  in- 
volve no  more  work  for  the  bank  teller  redeeming  the  bond  than  he  is 
required  to  do  under  present  procedures,  since  he  would  read  off  the 
lamount  to  be  paid  to  the  bond  owner  from  a  table,  just  as  he  does 
today. 

In  the  usual  case,  most  individuals  will  not  have  entered  the  interest 
from  series  E  bonds  on  their  annual  returns  as  it  accrued.  Conse- 
quently, inclusion  of  the  total  interest  received  in  the  year  of  redemp- 
tion would  ordinarily  yield  the  correct  amount  of  interest  includible 
in  taxable  income  that  year.  In  the  rare  case  where  an  individual  will 
have  accrued  his  interest,  the  grossing-up  procedure  would  overstate 
the  amount  of  interest  to  be  included  in  income  in  the  year  of  redemp- 
tion. For  these  few  cases,  it  would  be  necessary  to  make  provision  for 
deducting  the  interest  entered  on  prior-year  returns.  However,  the 
full  amount  of  tax  withheld  would  be  credited  against  his  final  lia- 
bility. 

While  it  would  be  desirable  to  make  the  interest  withholding  sys- 
tem as  comprehensive  as  possible,  it  would  be  impractical  to  require 
withholding  on  interest  paid  by  individuals.  Thus,  it  would  be  neces- 
sary to  exempt  from  withholding  all  interest  payments  on  home 
mortgages  and  personal  loans.  However,  the  exception  should  be 
limited  to  individuals  acting  only  in  their  personal  capacity.     If  they 
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operate  a  business,  there  is  no  reason  why  they  cannot  withhold  on 
interest  just  as  they  now  withhold  on  wages  and  salaries  paid  to 
their  employees. 

D.  Treatment  of  dividends  or  interest  received  through  partnerships 

or  trusts 

Dividends  and  interest  received  by  individuals  through  intermedi- 
aries such  as  partnerships  and  trusts  were  also  subject  to  withholding 
under  the  1951  plan.  To  enable  the  individual  to  prepare  his  return, 
the  partnership  or  trustee  would  make  the  information  on  the  amount 
of  dividends  and  interest  received  and  the  tax  withheld  available 
to  him  when  he  is  given  the  annual  summary  of  his  share  of  income 
derived  from  the  organization.  Space  would  be  provided  for  the 
individual  in  schedules  C  and  G  of  form  1040  to  enter  the  amounts 
withheld  through  partnerships  and  trusts  and  these  amounts  would 
also  be  credited  against  final  liability. 

In  the  case  of  trusts  not  distributing  the  full  amount  of  income, 
the  allocation  of  amounts  withheld  as  between  the  trust  and  the  bene- 
ficiaries would  be  made  on  a  proportionate  basis  according  to  the 
relative  amounts  distributed  and  retained. 

E.  Provision  for  prompt  refunds  to  persons  ar\xl  organizations  not 

subject  to  tax 

As  already  noted,  the  major  objection  to  the  1951  plan  was  that 
it  withheld  on  interest  and  dividend  payments  whether  or  not  the 
recipient  was  taxable.  Tax-exempt  organizations  strenuously  ob- 
jected to  this  reduction  in  their  investment  income,  and  provision 
was  made  in  the  House  bill  to  minimize  the  amount  of  overwithhold- 
ing  for  such  organizations.  However,  no  special  treatment  was  pro- 
vided for  individuals  not  subject  to  tax. 

The  plan  for  tax-exempt  organizations  was  to  allow  them  to  offset 
currently  the  amounts  withheld  from  their  dividends  and  interest 
against  the  amounts  they  withheld  from  their  employees.  For  ex- 
ample, if  during  a  given  quarter  a  university  withholds  $50,000  from 
its  employees,  and  $30,000  was  withheld  from  its  interest  and  divi- 
dends, it  would  pay  only  $20,000  to  the  Government.  In  those  in- 
stances where  the  amount  withheld  exceeds  the  amount  owed  to  the 
Government,  the  excess  would  have  been  refunded  promptly  at  the 
end  of  each  quarter. 

^  In  view  of  the  concern  regarding  withholding  on  nontaxable  indi- 
viduals, it  will  probably  be  necessary  to  expand  the  system  of  quarterly 
refunds  to  include  persons  who  are  not  taxable  as  well  as  tax-exempt 
organizations.  Like  the  plan  for  the  latter  in  the  1951  bill,  with- 
holding agents  need  not  be  involved  at  all.  They  would  withhold  at 
a  flat  rate  on  all  their  interest  and  dividend  payments.  At  the  end 
of  each  quarter,  individuals  eligible  for  refunds  would  prepare  a  claim 
on  a  simple  form  and  would  send  this  form  to  the  Internal  Revenue 
Service.  The  refund  claim  need  be  no  more  complicated  than  the 
claim  now  filed  by  farmers  for  taxes  on  gasoline  used  on  farms  (form 
2240),  which  is  printed  on  a  punchcard.  (Aside  from  the  claimant's 
name,  address,  and  signature,  the  form  contains  three  lines  for  the 
computation  of  the  refund.)  With  modern  machine  methods,  such 
claims  can  be  processed  within  a  matter  of  days. 
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It  is  possible  to  permit  all  nontaxable  interest  and  dividend  re- 
cipients to  claim  intra-annual  refunds.  However,  it  would  be  ad- 
visable, at  least  at  the  beginning,  to  restrict  the  privilege  of  filing 
a  claim  to  those  who  expect  to  have  total  incomes  of  less  than  $600 
during  the  year  ($1,200  for  persons  over  65  years  of  age  and  the 
blind)  ;  that  is  the  present  filing  requirements.  This  would  take  care 
of  a  substantial  proportion  of  the  hardship  cases  and  would  forestall 
a  large  number  of  refund  claims  by  indiviauals  who  would  find  them- 
selves taxable  at  the  end  of  the  year. 

If  all  persons  who  expect  to  be  nontaxable  are  permitted  to  file 
refund  claims  for  tax  withheld  on  interest  and  dividends,  nontaxable 
wage  earners  should  also  be  given  the  same  privilege.  As  already 
noted,  8  million  nontaxable  wage  earners  are  now  withheld  on  an- 
nually, and  they  would  be  as  entitled  to  quick  refunds  as  dividend 
and  interest  recipients.  (Actually,  nontaxable  wage  earners  do  not 
seem  to  object  to  withholding,  and  it  is  doubtful  whether  quick  re- 
funds are  needed  either  for  them  or  for  nontaxable  interest  and  divi- 
dend recipients.  But  the  cost  of  a  quick  refund  system  is  negligible 
as  compared  to  the  hundreds  of  millions  of  dollars  to  be  gained  by 
withholding  on  interest  and  dividends,  and  it  would  be  a  small  price 
to  pay  for  this  large  amount  of  revenue.) 

IV.   PROS  AND  CONS   OF  WITHHOLDING   OK  INTEREST  AND  DIVIDENDS 

A.  Advantages 

1.  Improved  coTnpUance. — One  overwhelming  advantage  of  the 
1951  plan  is  that  it  would  collect  practically  the  entire  tax  liability  on 
dividends  and  interest  received  by  taxpayers  subject  to  the  first 
bracket  rate,  without  requiring  withholding  statements  or  information 
returns  for  the  millions  of  small  amounts  of  dividends  and  interest 
paid  each  year.  Unless  the  withholding  rate  is  substantially  less  than 
the  first  bracket  rate,  taxable  individuals  subject  to  the  first  bracket 
rate  would  gain  very  little  by  understating  the  amounts  of  interest 
or  dividends  they  receive.  Correspondingly,  the  Government  would 
lose  nothing  even  if  first-bracket  taxpayers  failed  to  report  dividends 
and  interest  on  their  returns. 

For  those  with  incomes  taxable  at  higher  bracket  rates,  compliance 
would  be  enforced  on  the  basis  of  the  information  returns  by  the 
methods  employed  today.  Because  of  the  automatic  enforcement 
achieved  through  withholding  for  low-income  taxpayers,  the  Internal 
Revenue  Service  would  have  available  more  resources  for  enforcing 
compliance  with  respect  to  dividends  and  interest  by  higher  bracket 
taxpayers. 

Although  critics  of  withholding  have  argued  that  the  Internal 
Revenue  Service  should  be  able  to  enforce  the  tax  on  interest  and 
dividends  by  using  the  information  returns  it  now  receives,  it  is  not 
hard  to  stee  why  this  is  out  of  the  question.  The  number  of  informa- 
tion returns  for  these  two  items  runs  into  the  tens  of  millions.  In 
many  instances,  interest  and  dividend  recipients  give  different  names 
(and,  sometimes,  different  addresses)  to  corporations,  banks,  savings 
and  loan  associations,  and  other  payor  institutions.  To  collate  the 
information  returns  by  name,  and  then  to  match  them  with  the  tax 
returns  filed  by  the  recipients,  would  be  a  large  and  expensive  under- 
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taking,  even  with  the  latest  electronic  equipment.  (Use  of  different 
initials,  abbreviations,  and  other  minor  differences  in  designation 
would  slow  up  the  matching  operation  whether  it  is  done  by  machine 
or  by  hand.)  Even  if  this  part  of  the  operation  were  ever  completed, 
it  would  be  extremely  costly  to  follow  through  individually  on  the  hun- 
dreds of  thousands  of  delinquent  stockholders  and  interest  recipients 
with  small  amounts  of  tax  due.  No  tax  enforcement  officer  with 
limited  resources  at  his  disposal  would  allocate  the  funds  necessary 
to  complete  such  an  operation,  since  the  funds  could  be  used  much  more 
efficiently  in  other  ways. 

Since  there  would  be  no  paperwork,  the  withholding  plan  would  not 
impose  any  burdens  on  the  withholding  agent.  The  amount  to  be 
remitted  to  the  Government  would  be  a  flat  percent  of  the  total  divi- 
dends or  interest  paid,  and  it  would  not  be  necessary  to  reconcile  this 
amount  with  the  total  of  the  amounts  withheld.  In  actual  practice, 
the  payer  would  not  be  required  to  make  any  more  computations  for 
each  account  than  he  does  today;  the  only  difference  would  be  that 
he  would  pay  dividends  and  interest  to  each  stockholder  and  interest 
recipient  at  a  somewhat  lower  rate.  Thus,  for  example,  assuming  a 
withholding  rate  of  one-sixth,  a  corporation  paying  a  dividend  of  $1 
per  quarter  would  actually  pay  out  $0.83  to  their  stockholders ;  and  a 
bank  paying  3-percent  interest  would  actually  credit  2.5  percent  to 
their  depositors'  accounts. 

As  for  the  taxpayer,  a  few  simple  instructions  on  the  return  form 
would  prevent  any  misunderstanding.  Suppose  the  withholding  rate 
is  one-sixth  and  he  receives  a  total  of  $260  of  interest  after  withhold- 
ing. He  would  report  this  information  approximately  as  follows  on 
his  return : 

(1)  Enter  here  the  total  amount  of  interest  you  actually  received $260 

(2)  Divide  the  amount  in  line  1  by  5  and  enter  the  result  here  (this  is  the 

amount  of  tax  that  was  withheld  on  your  interest) 52 

(3)  Total  interest  you  received  (add  lines  1  and  2) 312 

To  give  the  taxpayer  credit  for  the  amount  withheld,  there  would 
be  a  line  on  page  1  of  the  tax  return  instructing  him  to  enter  the 
amount  shown  m  line  2f  above.  These  are  very  simple  procedures 
indeed,  particularly  when  compared  with  the  very  complicated  sched- 
ules and  instructions  taxpayers  are  now  required  to  fill  out  and  read  to 
claim  the  dividend  and  retirement  income  credits. 

2.  Increased  revenues. — Since  the  ordinary  enforcement  techniques 
cannot  be  used  to  detect  the  millions  of  small  dividend  and  interest 
errors  on  tax  returns,  withholding  is  the  only  way  to  recover  the  bulk 
of  the  estimated  revenue  now  lost  through  underreporting  of  these 
items.  As  previously  indicated,  the  revenue  gain  would  probably 
amount  to  ^900  million  at  current  income  levels.  This  would  be 
enough  to  increase  the  per  capita  exemption  by  about  $30;  or  to  level 
out  the  tax  rates  at  the  top  of  the  income  scale  to  a  maximum  of  50 
percent;  or  to  reduce  the  corporate  tax  rate  by  2  percentage  points; 
or  to  eliminate  the  excise  taxes  on  local  and  long-distance  telephone 
calls  and  to  halve  the  tax  on  transportation  of  persons.  In  these  days 
of  high  rates  and  low  exemptions,  such  revenues  can  hardly  be  dis- 
regarded. 
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3.  Assistance  to  taxpayers. — It  is  not  easy  for  most  taxpayers  to 
keep  track  of  small  amounts  of  interest  and  dividends.  Depositors 
in  banks  and  savings  and  loan  associations  must  make  a  special  trip 
to  the  saving  institution  to  have  their  accounts  credited  with  the 
proper  amounts  of  interest.  Series  E  bondholders  receive  their  inter- 
est and  principal  in  a  lump  sum  when  they  cash  their  bonds,  and  must 
make  a  special  effort  to  determine  the  amount  of  interest.  Even  if 
interest  and  dividend  recipients  make  memorandum  notes  of  the 
amounts  received  during  the  year,  such  notes  are  frequently  lost 
before  the  tax  return  must  be  prepared.  While  a  withholding  system 
would  not  eliminate  the  need  for  recordkeeping  by  interest  and  divi- 
dend recipients,  it  will  at  least  discharge  the  tax  liabilities  of  most 
taxpayers.  Honest  taxpayers  will  welcome  withholding,  not  only  as 
a  convenient  device  to  budget  their  taxes,  but  as  a  method  to  prevent 
them  from  tax  delinquency  through  inadvertence  and  carelessness. 

4.  Increased  equity  and  taxpayer  m^orality. — Perhaps  the  most  im- 
j>ortant  argument  in  favor  of  withholding  on  interest  and  dividends  is 
that  it  would  improve  the  equity  of  the  income  tax.  Even  if  most  of 
the  interest  and  dividend  errors  are  due  to  inadvertence  or  carelessness, 
the  fact  of  the  matter  is  that  a  large  number  of  taxpayers  do  not  pay 
their  full  share  of  the  taxload.  Wage  earners  have  been  paying  their 
taxes  at  the  source  for  16  years;  in  the  meantime,  recipients  of  other 
incomes  have  underreported  substantial  amounts.  Since  withholding 
is  practical  for  interest  and  dividends,  it  is  unfair  to  continue  to 
incur  large  revenue  losses  from  these  sources,  and  it  is  also  wasteful 
to  require  the  Internal  Revenue  Service  to  use  its  scarce  resources  to 
track  down  the  underreporting  of  these  items. 

Some  people  have  opposed  withholding  on  the  ground  that  it  would 
reduce  saving.  The  argument  implies  that  savers  will  be  discouraged 
from  saving  merely  because  the  Government  requires  full  payment  of 
the  tax  they  owe  on  their  property  incomes.  Clearly,  such  an  argu- 
ment can  hardly  be  made  the  basis  for  objecting  to  the  improvement  of 
enforcement  of  present  tax  rates.  If  tax  rate^  are  too  high  for  incen- 
tive or  other  reasons,  they  should  be  reduced  for  everybody — not  only 
for  a  minority  who  are  either  careless  or  choose  to  be  dishonest. 

B.  Disadvantages 

1.  Overwithholding. — By  its  very  nature,  a  withholding  system  that 
applies  to  all  dividends  and  interest  without  any  allowance  for  personal 
exemptions  must  involve  some  overwithholding.  Whether  this  is  a 
serious  problem  is  a  matter  of  judgment.  During  the  early  days  of 
the  wage-withholding  system,  considerable  concern  was  expressed  by 
some  people  that  wage  earners  would  resent  being  overwithheld  on. 
In  fact,  more  than  80  million  refund  checks  are  mailed  each  year — 
yet  few  complaints  have  been  received  by  the  Internal  Revenue  Serv- 
ice. Nevertheless,  the  inequity  of  withholding  on  nontaxable  divi- 
dend and  interest  recipients  will  exist  and,  if  it  is  regarded  as  intoler- 
able, the  only  alternatives  are  to  permit  nontaxable  interest  and  divi- 
dend recipients  to  file  exemption  certificates  with  the  withholding 
agents  or  to  provide  for  intra-annual  refunds. 

2.  Excessive  claims  for  refunds. — It  would  be  possible,  under  the 
1951  plan,  for  nontaxable  individuals  to  overstate  the  amounts  of  in- 
terest and  dividends  they  receive.  By  making  such  overstatements, 
they  would  have  automatically  refunded  to  them  the  amount  by  which 
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the  dividend  and  interest  are  grossed  up.  Obviously,  it  would  be  very 
difficult  to  check  overstatements  by  a,  large  number  of  taxpayers  if  the 
practice  became  widespread.  Some  have  argued  that,  even  though  ex- 
cessive claims  for  refunds  might  be  infrequent  when  the  plan  was  put 
into  effect,  nontaxable  individuals  would  soon  learn  that  it  was  profit- 
able to  overstate  their  interest  and  dividends.  If  this  led  to  over- 
statement on  a  wide  scale,  confidence  in  the  entire  tax  system  would 
be  impaired. 

It  should  be  recognized,  however,  that  overstatement  of  interest  and 
dividends  would  be  a  fraudulent  act,  which  is  not  common  among  the 
mass  of  taxpayers.  Excessive  refunds  can  be  claimed  at  the  present 
time  by  filing  several  tax  returns  with  different  forms  W-2  or  by 
forging  forms  W-2,  but  cases  of  outright  fraud  of  this  type  have  been 
infrequent.  While  there  is  some  risk,  the  risk  is  small  and  it  is  more 
than  offset  by  the  advantage  of  practically  full  compliance  for  the 
great  majority  of  dividend  and  interest  recipients. 

3.  Unclaimed  refunds. — Because  of  the  large  number  of  small  in- 
terest and  dividend  recipients,  some  people  may  not  claim  the  refunds 
due  them,  either  because  they  will  not  be  aware  that  they  are  entitled  to 
a  refund  or  because  the  amounts  involved  will  be  small.  The  problem 
will  be  most  serious  with  respect  to  small  savings  accounts.  For  exam- 
ple, children  often  receive  no  more  than  $1  or  $2  interest  on  their  sav- 
ing accounts  in  a  full  year,  and  the  amounts  withheld  on  such  accounts 
will  be  a  matter  of  a  few  cents.  Unfortunately,  there  is  no  way  of 
avoiding  this  problem  so  long  as  banks  and  savings  and  loan  associa- 
tions continue  to  insist  that  it  would  be  too  costly  for  them  to  operate 
an  exemption  certificate  system.  Under  the  circumstances,  the  best 
that  can  be  done  is  to  permit  claims  for  intra-annual  refunds  along 
the  lines  described  in  section  III-E  above.  In  addition,  the  Internal 
Revenue  Service  will  have  to  make  special  efforts  to  give  widespread 
l^ublicity  to  the  refund  procedures  and  to  encourage  payor  institutions 
and  newspapers  to  assist  in  this  educational  campaign. 

On  balance,  the  advantages  of  withholding  on  interest  and  dividends 
far  outweigh  the  disadvantages.  In  a  tax  system  as  large  as  ours,, 
every  effort  should  be  made  to  provide  automatic  enforcement  tech- 
niques, not  only  to  keep  enforcement  costs  within  reasonable  limits  but 
also  to  make  it  as  easy  as  possible  for  taxpayers  to  comply  with  the  re- 
quirements of  the  tax  law. 

The  same  sort  of  doubts  that  were  expressed  about  the  practicability 
of  withholding  on  wages  and  salaries  before  it  was  enacted  have  been 
expressed  about  the  practicability  of  withholding  on  interest  and 
dividends.  Since  then,  however,  none  but  a  few  malcontents  have 
seriously  suggested  going  back  to  the  old  system  of  tax  collection  with 
respect  to  wages  and  salaries.  Since  the  revenue  loss  from  interest  and 
dividend  underreporting  is  so  large,  withholding  on  these  sources  of 
income  should  be  enacted  at  least  for  an  experimental  period.  I  have 
little  doubt  that,  once  in  operation,  interest  and  dividend  withholding 
will  be  acknowledged  to  be  just  as  fair  and  essential  a  part  of  the  en- 
forcement process  as  the  wage  and  salary  withholding. 

Finally,  it  is  important  to  remember  that,  although  taxpayer  moral- 
ity is  generally  on  a  high  level  in  the  United  States,  it  would  be  a  mis- 
take to  assume  it  will  continue  at  this  level  indefinitely  if  there  are 
obvious  inequalities  in  tax  enforcement.     Other  countries  have  had 
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great  difficulties  raising  the  revenues  they  need  by  allowing  enforce- 
ment to  deteriorate.  Taxpayer  morality  is,  therefore,  an  important 
asset  and  it  should  be  encouraged  and  protected  to  the  greatest  degree 
possible.  By  removing  a  serious  inequity,  adoption  of  withholding  on 
interest  would  be  a  worthwhile  investment  in  this  very  important 
national  asset. 
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